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Welcome to the Special Issue of Journal of Economic and Social Studies (JECOSS). 
While JECOSS aims to embody interdisciplinary areas such as economics, business 
administration, public administration, political studies, international relations, labor 
economics and industrial relations, econometrics, sociology and psychology, this 
Special Issue focuses on contemporary economic issues in the Balkans and is titled as 
"A Comparative Analysis of Current Economic Development in the Balkan 
Countries". 
 
The Balkan Peninsula (South Eastern Europe) is an important area where both 
important historical and political events are taken place for the centuries. It has also 
recently experienced an unprecedented transformation. Over the past two decades, 
the Balkan Countries have gone through very important economic, social and 
political changes. Some former socialist countries (Bulgaria-2007, Slovenia-2004 and 
Romania-2007) and Greece (1981) have become full members of the EU. Some 
other Balkan countries (Serbia, Montenegro, Croatia, Bosnia-Herzegovina, Kosovo 
and Macedonia) have experienced fierce political conflicts which ended up with the 
wars in the region in 1990s. Following the turmoil, these countries have started to 
struggle for economic, social and political reconstruction process. In the war and 
during economic and politicaltransformation, many of the Balkan countries had 
economically declined. Their welfare levels had gone down. 
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These countries have still important problems in economic area, although they have 
slowly been witnessing political stabilization in the recent years.   
 
This special issue of Journal of Economic and Social Studies concentrates on recent 
economic developments in the Balkan States and provides a basis for shaping the 
future direction for sustainable economic policies in the region. In this regard, taken 
a comparative analysis approach, the special issue tries to collect anumber of the 
qualified studies about the Balkan economies, to make multi-dimensional 
predictions/projections about economic future of the Balkan Countries and to 
encourage debate on various approaches related to development strategies for the 
region. We bring together the original contributions utilizing the contemporary 
methodology and data. Both conceptual and empirical papers are welcomed. Papers 
that provide intuitive contemplations of data that leads to be extracted policy 
implications for both planners of the region and future researchers are given priority. 
 
The Special Issue includes the articles on some important subjects (as 
Competitiveness Factors; Comparative Analysis for Banking Sector; Insurance 
Market Development; Gender Responsive Budgeting as Smart Economics; The 
Impact of the Global Financial Crisis on the Banking Sector; The Affecting 
Channels of the Global Crisis; Social Sustainability; Roles of Investment and 
Innovation in Business; Monetary Policy Transmission; Costs and Benefits of the 
EU Enlargement; Evaluation of Financial Performance of Banking Sector) for the 
Balkan Countries.  
 
Vladimir Šimić and Lena Malešević-Perović investigate monetary policy transmission 
in the Balkans in the 21st century. In order to analyse the reaction of output and 
prices to a shock in monetary policy (defined as an increase in the interest rate) this 
study employs structural vector autoregression approach.  
 
Haris Kurtagić and Elif Nuroglu comparatively investigate costs and benefits of the 
EU enlargement on the EU and see countries. Taking into consideration the costs of 
enlargement, the paper examines the effects of enlargement on trade flows, and its 
significance on the development of SEEC’s. It also tries to see the impact of 
enlargement on the well-being of SEE countries. Moreover, it offers a solution for 
the South-east European countries which is the creation of the Balkan Union.  
 
Nađa Dreca makes a comparative analysis of the financial performance of the 
banking sector in some ex-Yu countries: Bosnia and Herzegovina, Croatia, Slovenia 
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and Serbia for period from 2005 to 2010. This paper show that banking system of 
these countries suffers from problems in the banking sector, largely influenced by its 
huge debt to IMF, political situation, financial crisis, internal situation and other 
political factors. 
 
In the paper of Başak Gül AKTAKAS, Cengiz AYTUN and Cemil Serhat AKIN, 
business cycles is analyzed for 1971-2009 period by using the yearly data in Turkey 
and Greece and it has been dealt  with the effects of investment and innovation on 
cyclical fluctuation. In the paper which growth rates have been discussed, ordinary 
least square estimation method has been used. The paper has examined the effect of 
innovation on investment and income. 
 
Azra Bičo and Mehmed Ganić analyze the banking sector's performance of the two 
former Yugoslavian republics, Slovenia and Bosnia and Herzegovina. This paper is 
the first study examining the efficiency of banking sector in two countries.  
 
The article of Nikola Dacev presents an insurance market research of the markets in 
several Balkan countries that were part of former Yugoslavia and are still not 
members of EU. Being categorized as developing countries, they have far lower 
development degree in comparison with the European Insurance Federation member 
countries.  
 
Other article of Mehmed Ganic is about the impact of the global financial crisis on 
the banking sector of Western Balkans. The paper examines the extent and impact of 
the global financial crises on position of the banking sector of Western Balkans 
covering both pre-crisis and crisis period as well as to provide an explanation for 
these trends.  
 
Merima AVDAGIĆ and Faruk HUJIĆ give a comparative analysis of two different 
frameworks for inclusion of gender in fiscal economics through gender responsive 
budgeting (GRB) initiatives that took place over one decade - from 2000 till 2010 in 
two former Yugoslavian republics: Bosnia and Herzegovina (BiH) and Republic of 
Macedonia (Macedonia). 
 
The article that belongs to Alica Pandzo, Kemal Taljanovic and Selma Jahic explores 
the impact measurement practices of microcredit organizations in Bosnia and 
Herzegovina and their use of information systems in this process. They draw on the 
latest trends of using shared measurement systems for impact monitoring, to point 
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out the potential of using such systems to achieve sustainable impact on wider social 
issues in Bosnia and Herzegovina. 
 
Kazım Develioğlu and Kemal KANTARCI aim to examine competitive factors in 
the Balkan countries to develop a road map for investors. To do this, they used 
World Economic Forum’s “Global Competitiveness Index” to analyze the case of the 
Balkan countries as a region to cluster and compare them based on Global 
competitiveness factors. Analysis results pointed out those Balkan countries were 
clustered in two groups and scored lower or medium level on almost all competitive 
factors as the region. Based on these findings, authors suggested various strategic 
recommendations at micro and macro level. 
 
Ali Şen and Hüseyin Altay search the channels of contagion in the global crisis in 
Balkan countries. According to their empirical findings obtaining from the panel 
regression results, until the global crisis, the external variables significantly promoted 
the abilities of their growth. However, the contributions of external variables on 
GDP growth rate reduced sharply with the global crisis. 
 
We hope that this Special Issue will be a reference paper for researchers that want to 
search on the region. Besides, we want to thank Assoc. Prof. Dr. TeomanDuman 
(editor of JECOSS and Vice Rector of International Burch University), Mersid 
POTURAK (editorial assistant of JECOSS), other workers of the University and 
JECOSS, all referees and all authors of the Special Issue, because of their valuable 
contributions. 
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ABSTRACT: This study investigates monetary policy 
transmission in the Balkans in the 21st century. In order to 
analyse the reaction of output and prices to a shock in 
monetary policy (defined as an increase in the interest rate), 
this study employs structural vector auto regression approach. 
The obtained impulse responses suggest that monetary policy 
in the six Balkan countries under investigation is not 
effective in influencing output and prices, which points 
towards a very limited use of monetary policy in the overall 
conduct of economic policy.  
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Introduction 
 
The main aim of this paper is to explore the reaction of output and prices to an 
interest rate shock in a set of Balkan countries. The term Balkan geographically refers 
to Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Greece, Kosovo, Macedonia, 
Montenegro, Romania and Serbia. Occasionally Slovenia is added to this group of 
countries, and sometimes even Turkey because of the geographical proximity to the 
Balkans (as is the case in this special issue of the Journal of Economic and Social 
Studies). However, due to data limitations, the break-up of the Serbia-Montenegro 
association, and the fact that Greece is the country that introduced the euro already 
on January 1 2001, we limit our analysis to the following countries: Bulgaria, 
Croatia, Macedonia, Romania, Slovenia and Turkey. A common feature of these 
countries is their strong economic ties with the European Union. Bulgaria, Romania 
and Slovenia have (relatively) recently joined the EU, Croatia is expected to join in 
2013 and Macedonia is a candidate country. Although Turkey was on its way to join 
the EU, the process at the moment seems stopped. Nevertheless, trade and economic 
links between Turkey and EU countries are very strong and increasing. 
 
The capability of monetary policy to influence output and prices in the short-run 
can be considered mainstream economics nowadays, and vast empirical literature 
also supports this view. In spite of the fact that this is a commonly studied topic, 
there are still two important reasons to study the monetary transmission mechanism 
in a set of chosen Balkan countries. Firstly, given that an increasing number of 
countries are thinking about adopting inflation targeting, a thorough understanding 
of the way central bank influences inflation by changing the interest rate is crucial. 
Secondly, given the recent adoption of the euro in some countries in the sample (e.g. 
Slovenia) and expected future full euro area participation of other countries in the 
sample, it is of fundamental importance to evaluate whether monetary transmission 
operates differently in Balkan countries compared to the ‘old’ members. This is 
because a homogeneous approach to monetary policy for Balkan countries on the 
one side, and others on the other, could lead to significantly different effects on the 
economies in question.  
 
The paper is structured as follows. Section 2 provides a brief review of previous 
studies. Data and research methodology are presented in Section 3. Section 4 reports 
the results for each country in our sample. Section 5 concludes. 
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Literature review 
 
Up till date there has been no comprehensive analysis of monetary policy 
transmission mechanism that focuses on the group of Balkan countries. However, 
several countries from this group have been explored within a broader group of 
transition countries usually including the region of Central and Eastern Europe 
(CEE). Probably the two most cited studies for this group of countries are Ganev et 
al. (2002) and Elbourne and de Haan (2006) on which we will comment below. 
 
The last few years have seen an increasing number of empirical studies on the 
transmission mechanism in transition and emerging economies. During the first half 
of 1990s and earlier, this type of study was typically limited to developed economies, 
but the literature has now been enriched with evidence from developing countries, 
including also the transition economies of Central and Eastern Europe. These 
studies provide interesting insights into the role of monetary policy in different 
environments and a common finding is that monetary policy transmission 
mechanisms differ between developed and developing countries. In general, the 
findings from developed economies show that monetary policy affects the real 
economy over a time horizon of two to three years and that monetary policy can, in 
principle, be used to counter shocks. For example, in the US Christiano et al. (1998) 
find that the changes in the interest rate controlled by the monetary authority affect 
output over two to three years, but the effect vanishes thereafter and in the long run 
it is only prices that are affected. Similar findings are provided by Peersman and 
Smets (2001) for the euro area. The findings from developing and transition 
economies, in contrast, show much more diversity and it becomes difficult to draw 
general conclusions regarding the impact of monetary policy on prices and output in 
these countries. This is to be expected given that these economies have been 
undergoing significant structural changes and that the data used for investigation are 
usually of a short duration and of questionable reliability and consistency. 
 
As suggested above, several of the countries in our sample were investigated also by 
Ganev et al. (2002) and Elbourne and de Haan (2006). These countries are Bulgaria, 
Romania and Slovenia. As is often the case with the type of studies based on VAR 
methodology, different studies provide contradictory evidence. This is most easily 
seen by comparing the findings of these two studies for Bulgaria, Romania and 
Slovenia. For Bulgaria for example, Ganev et al. (2002) find that positive interest 
rate shock boosts inflation, while output is at first dampened, then boosted. On the 
other hand, in Elbourne and de Haan (2006) positive interest rate dampens both 
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prices and output. For Romania, the evidence is again contradicting, while for 
Slovenia the evidence from both studies suggests that output and prices are 
dampened by the interest rate shock. This example is used to illustrate the above 
discussed difficulty in finding a consistent set of results for individual countries 
between different studies and these calls for a very careful approach in applying the 
VAR methodology in our investigation of monetary policy transmission in the 
Balkans. When the whole list of CEE countries is considered the differences in the 
findings are even larger. The cause of these differences may be coming from several 
sources. The first one is that the time period covered by Ganev et al. (2002) is 1995 
to 2000, while Elbourne and de Haan (2006) cover, depending on the country, 
periods starting in 1991 up to 2003. Secondly, although both studies report impulse 
response functions, a crucial distinction stems from the differences in the application 
of the underlying VAR model. Ganev et al. (2002) use a reduced form VAR in 
which the generalised impulse responses are calculated without imposing restrictions, 
restrictions which are necessary in the structural VAR used by Elbourne and de 
Haan (2006). The details concerning the order of VARs used in these studies are not 
reported, but it is possible this is an additional reason why their findings differ. The 
findings from other studies that are reviewed below only add to this diversity. Taken 
together literature review points towards the uncertainty about the conclusions that 
can be drawn from the findings of research on transmission mechanisms in transition 
economies. 
 
Evidence on individual countries in our sample is still scarce and the present study 
therefore aims at filling at least a part of this gap in the empirical literature. In what 
follows we briefly comment on the studies investigating monetary policy 
transmission in individual countries in our sample. As we are interested in the 
interest rate channel, we principally report the findings on the importance of interest 
rate channel in the reviewed studies. For Bulgaria, Minea and Rault (2008) provide 
evidence that monetary policy cannot be used in a standard way, because of the 
currency board arrangement that has been in place since 1997. Their investigation 
points towards important and significant effects of foreign interest rates on 
developments in the Bulgarian economy. For Croatia, Vizek (2006) and Dolezal 
(2011) also find that the use of domestic interest rates does not have an important 
and significant effect on output and prices. For Macedonia, Besimi et al. (2006), 
using a co-integration framework, find that the exchange rate and money supply 
channel are more important than the interest rate channel (the interest rate does not 
have significant effects). For Romania, Antohi et al. (2003) find that monetary 
policy has some effect on the deposit interest rate, but no impact on the lending 
Monetary Policy Transmission in the Balkans in the 21st  Century: Empirical Evidence 
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interest rate. The exchange rate channel appears to be of more importance  in this 
country. They also suggest that the establishment of the traditional transmission 
channels of the monetary impulses is still in its embryonic phase. For Slovenia we 
were not able to find individual studies. As additional evidence on Slovenia, we 
report the evidence from Jarocinski(2004) who estimates the impact of a monetary 
policy shock to be predominantly negative on output, but not statistically significant, 
while the impact on prices is firstly positive (not significant) and then negative 
(significant). For Turkey, Kara et al. (2007) and Basci et al. (2008) find that, unlike 
in the earlier periods, in the 21st century the interest rate channel has gained 
relevance and monetary policy may be considered to have become more effective in 
terms of the interest rate channel. 
 
Data and research methodology 
 
In our empirical analysis we estimate the response of output and prices to a 
monetary policy shock for each country in our sample of 6 Balkan countries. We 
apply a structural vector autoregression (SVAR) model, because it can capture 
complex dynamic interrelationships among macroeconomic variables quite well, and 
because it is the common model used in the literature for identifying the effects of a 
monetary policy shock.The previous section reviewed a number of studies which 
applied the VAR methodology in the analysis of the monetary policy transmission 
mechanism.The reviewed evidence has used different modelling strategies within the 
VAR methodology and found divergent results. Although the problem of the 
modelling strategy is an important one, in many studies it is only briefly addressed, 
with a few noticeable exceptions (e.g. Kim and Roubini, 2000; Elbourne and de 
Haan, 2006). Therefore, as our starting point we seta structural VAR model 
following Kim and Roubini (2000) and Elbourne and de Haan (2006). Following 
them, the variables we include in our model are output (Y), consumer price index 
(CPI), money (M), domestic interest rate (IR), exchange rate (ER), world price of oil 
(OIL) and the euro area interest rate (FIR). The first four are well-known variables 
in the monetary business cycle literature and therefore it is not required to elaborate 
on them specifically. The next variable, the exchange rate, is included in the model 
since it plays an important role in affecting the whole economy in a world of 
liberalized goods and capital markets. The world price of oil serves as a proxy for 
aggregate supply shocks, while the euro area interest rate approximates the foreign 
interest rate and, like the world price of oil, captures exogenous monetary policy 
changes. The model specified as explained above should be seen as a realistic 
representation of a structure of small open economies. The countries in our sample 
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fit this category quite well and through the use of external variables (shocks) we also 
capture strong relations of these countries with the rest of the world, especially 
reflecting strong ties with the European Union. According to economic theory we 
expect the reaction of output and prices to a contractionary monetary policy shock 
to be negative. 
 
The variables used in our empirical analysis are as follows. For the output variable we 
use index of industrial production (based in 2005). As for CPI, we used consumer 
price index (based in 2005). M1 monetary aggregate was used for money. As for IR, 
we used money market interest rate as our first choice and deposit rate as the second 
one in cases where money market rate was unavailable (Macedonia). The nominal 
effective exchange rate index (based in 2005) was used for ER; if unavailable we used 
official US dollar exchange rate (Turkey and Slovenia). Finally, for OIL we used 
petroleum prices in US dollars per barrel (Petroleum: UK Brent). FIR variable is the 
euro area money market interest rate (alternatively we also used the European 
Central Bank (ECB) main refinancing rate). All the variables, apart from the interest 
rate, are transformed into logarithms.  
 
This study follows the most common approach in empirical studies in that it uses 
the data in levels (this is the approach followed also by Kim and Roubini, 2000; 
Mihov, 2001; and Elbourne and de Haan, 2006). As in other times series analysis, 
there might be a problem with the findings from a VAR model if the series are 
nonstationary. Applying the analysis to the data in levels while the data are 
nonstationary may result in spurious relationships. However, it is suggested in the 
literature that the data be used in their levels even if nonstationary. Sims et al. (1990) 
recommend against differencing even if the variables contain a unit root. They argue 
that the goal of a VAR analysis is to determine the interrelationships among the 
variables, not to determine the parameter estimates. Thus, the main argument 
against differencing is that it ‘throws away’ information concerning comovements in 
the data. If the data are used in levels, there is also a possibility that the series are 
cointegrated, so the problem of spurious relationships would not exist. Mojon and 
Peersman (2001) suggest that by doing the analysis in levels they allow for implicit 
cointegrating relationships in the data. In the present case there is the additional 
reason that the shortness of the sample period also renders testing for cointegration 
inappropriate. 
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Monthly data on all the variables is obtained from the IFS data base (International 
Monetary Fund, International Financial Statistics data base). However, in certain 
cases where the relevant data from the IFS data base was unavailable, we consulted 
other sources, principally the central banks’ web pages (but only in cases one of the 
variables was missing). In addition, we used the ECB main refinancing rate from the 
ECB webpage. As suggested above, although this special issue of the journal aimed at 
focusing on a very broad list of the Balkan states including Albania, Bosnia and 
Herzegovina, Bulgaria, Croatia, Greece, Macedonia, Montenegro, Romania, Serbia, 
Slovenia and Turkey the missing and very limited data allowed us to obtain the series 
for our empirical investigation for the following six countries: Bulgaria, Croatia, 
Macedonia, Romania, Slovenia and Turkey. Although not all the countries were 
included, we believe that a sample at hand is representative enough of the Balkan 
region, especially in terms of the links with the EU. With these countries in our 
sample we investigate the monetary policy transmission mechanism (the interest rate 
channel) in the Balkans in the 21st century. Table 1 reports the list of the countries 
under investigation, time periods and the available indicators for the chosen variable. 
Table 1. Countries under investigation, time periods and the available indicators for 
the chosen variable 
 
Country Period under investigation Variables in the model 
BULGARIA 2000M1– 2011M12 
MODEL Y CPI M IR ER Oil Foreign interest rate 
Variable 
description 
Index of 
industrial 
productio
n (based 
in 2005) 
Consume
r price 
Index 
(based in 
2005) 
Monetary 
aggregate 
M1 
Money 
market 
interes
t rate 
Index of 
nominal 
effective 
exchange 
rate 
(based in 
2005) 
Petroleum
: UK 
Brent (US 
$  per 
barrel) 
Euro area 
money market 
interest rate or 
ECB 
refinancing rate 
Source IFS IFS IFS IFS IFS IFS IFS or ECB 
Country Period under investigation Variables in the model 
CROATIA 2000M1– 2011M12 
MODEL Y CPI M IR ER Oil Foreign interest rate 
Variable 
description 
Index of 
industrial 
productio
n (based 
in 2005) 
Consume
r price 
Index 
(based in 
2005) 
Monetar
y 
aggregat
e M1 
Money 
market 
interest 
rate 
Index of 
nominal 
effective 
exchang
e rate 
(based in 
2005) 
Petroleum
: UK 
Brent (US 
$  per 
barrel) 
Euro area money 
market interest 
rate or ECB 
refinancing rate 
  Source IFS IFS 
IFS and 
Croatian 
National 
Bank 
IFS IFS IFS IFS or ECB  
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Table 1. (Continued) 
          
Country Period under investigation Variables in the model 
MACEDONIA 2002M1– 2011M12 
MODEL Y CPI M IR ER Oil Foreign interest rate 
Variable 
description 
Index of 
industrial 
productio
n (based 
in 2005) 
Consum
er price 
Index 
(based 
in 2005) 
Monetary 
aggregate 
M1 
Deposit 
interest 
rate 
Index of 
nominal 
effective 
exchange 
rate 
(based in 
2005) 
Petroleum
: UK 
Brent (US 
$  per 
barrel) 
Euro area 
money market 
interest rate or 
ECB 
refinancing rate 
  Source IFS IFS IFS IFS IFS IFS IFS or ECB 
Country Period under investigation Variables in the model 
ROMANIA 2000M1– 2011M12 
MODEL Y CPI M IR ER Oil Foreign interest rate 
Variable 
description 
Index of 
industrial 
productio
n (based 
in 2005) 
Consum
er price 
Index 
(based 
in 2005) 
Monetary 
aggregate 
M1 
Money 
market 
interest 
rate 
Index of 
nominal 
effective 
exchang
e rate 
(based in 
2005) 
Petroleum
: UK 
Brent (US 
$  per 
barrel) 
Euro area money 
market interest 
rate or ECB 
refinancing rate 
  Source IFS IFS IFS IFS IFS IFS IFS or ECB 
Country Period under investigation Variables in the model 
SLOVENIA 2000M1– 2006M12 
MODEL Y CPI M IR ER Oil Foreign interest rate 
Variable 
description 
Index of 
industrial 
productio
n (based 
in 2005) 
Consum
er price 
Index 
(based 
in 2005) 
Monetary 
aggregate 
M1 
Money 
market 
interest 
rate 
US 
dollar 
exchang
e rate 
(national 
currency 
per US 
$) 
Petroleum
: UK 
Brent (US 
$  per 
barrel) 
Euro area money 
market interest 
rate or ECB 
refinancing rate 
  Source IFS IFS IFS IFS IFS IFS IFS or ECB 
Country Period under investigation Variables in the model 
TURKEY 2000M1– 2011M11 
MODEL Y CPI M IR ER Oil Foreign interest rate 
Variable 
description 
Index of 
industrial 
productio
n (based 
in 2005) 
Consum
er price 
Index 
(based 
in 2005) 
Monetary 
aggregate 
M1 
Money 
market 
interest 
rate 
US 
dollar 
exchang
e rate 
(national 
currency 
per US 
$) 
Petroleum
: UK 
Brent (US 
$  per 
barrel) 
Euro area money 
market interest 
rate or ECB 
refinancing rate 
  Source IFS IFS IFS IFS IFS IFS IFS or ECB 
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In what follows we explain the model that is used in our empirical investigation of 
the effects of monetary policy on output and prices in the chosen Balkan states. 
 
The p-th order SVAR model that we use is given as follows: 
 
𝐴𝐴𝑦𝑦𝑡𝑡 = 𝛤𝛤1𝑦𝑦𝑡𝑡−1 + 𝛤𝛤2𝑦𝑦𝑡𝑡−2 + ⋯+ 𝛤𝛤𝑝𝑝𝑦𝑦𝑡𝑡−𝑝𝑝 + 𝐵𝐵𝜀𝜀𝑡𝑡                              (1) 
 
where yt is a (m*1) vector of m endogenous variables; A represents a (m*m) matrix of 
instantaneous relations between the left-hand-side variables; Gjs are structural form 
parameter (m*m) matrices;et is a (m*1) structural form error that is a zero mean 
white noise process, and B is a (m*m) matrix of contemporaneous relationships 
among the structural disturbances et. A reduced form of our p-th order SVAR 
model, then, is: 
 
𝑦𝑦𝑡𝑡 = 𝐴𝐴1𝑦𝑦𝑡𝑡−1 + 𝐴𝐴2𝑦𝑦𝑡𝑡−2 + ⋯+ 𝐴𝐴𝑝𝑝𝑦𝑦𝑡𝑡−𝑝𝑝 + 𝑒𝑒𝑡𝑡                              (2) 
 
whereyt is a (m*1) vector of m endogenous variables, A represents a (m*m) matrix of 
reduced-form parameters and et is the reduced-form disturbance term. Since the 
error terms in the reduced SVAR (et) are a complicated mixture of the underlying 
structural shocks, they are not easy to interpret directly unless a direct link can be 
made to the structural shocks. The system should therefore be restricted so as to 
recover structural disturbances, et, from observed values of et, as Aet=Bet. In order to 
identify the structural model it is therefore necessary to impose at least m2-m(m+1)/2 
restrictions on the structural model, m being the number of endogenous variables. 
 
The issue of recovering the structural form parameters from their reduced form 
counterparts (and the corresponding impulse responses) is far too often ignored or 
dealt with inappropriately by applying the so-called recursive or the Cholesky 
identification scheme. This causes the problem because the identified shocks vary 
depending on the ordering of variables in the underlying VAR model and usually no 
theory is used to justify this recursive identification. In consequence, although the 
results are obtained, we cannot actually be sure what they are measuring. 
 
Following Elbourne and de Haan (2006), who adapt the model applied to industrial 
countries by Kim and Roubini (2000), the identification scheme we use in SVAR is 
given below, where tt BAe e=  is given as: 
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⎥
⎥
⎤
⎣
⎢
⎢
⎢
⎢
⎢
⎡
𝑒𝑒𝑌𝑌
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𝑒𝑒𝑀𝑀
𝑒𝑒𝐶𝐶𝐼𝐼
𝑒𝑒𝐸𝐸𝐼𝐼
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⎥
⎥
⎥
⎥
⎤
                                           (3) 
In specification (3), eY is an output shock, eCPI is a price level shock, eM is a money 
demand shock, ei is a domestic interest rate shock, eER is an exchange rate shock, eOIL is 
an oil price shock and eFIR is the foreign interest rate (euro area interest rate) shock. 
 
Justification for this identification scheme is the following. Given that the oil is a 
crucial input for most economic sectors, the price of oil is assumed to affect prices 
and the real sector contemporaneously (therefore we leave the coefficients a16 and 
26unrestricted). Prices are, additionally, affected by the current value of output (a21). 
A usual money demand function is assumed; the demand for real money balances 
depends on real income (nominal income and prices) and the nominal interest rate 
(a31, a32 and a34). The interest rate is assumed to be set after the monetary authority 
observes the current value of money, the exchange rate, the world price of oil and 
foreign interest rate, but not the current values of output and the price level 
(therefore a41=0 and a42=0). These two variables are assumed not to be available to 
monetary authorities within the current time period (this is a realistic assumption 
given that we use monthly data). As for the exchange rate, since it is a forward-
looking asset price, we assume that all the variables have a contemporaneous effect 
on the exchange rate. Finally, the world price of oil is assumed to be 
contemporaneously exogenous to any variable in the domestic economy, while the 
foreign interest rate is assumed to be contemporaneously exogenous to any variable 
apart from the oil price (this assumption is realistic given that the countries in our 
sample are small economies and as such are not expected to exert any significant 
impact on the foreign interest rate). 
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In choosing the order of SVAR model (the number of lags to be included) we 
consider the information criteria (the Schwarz information criterion – SC, Hannan-
Quinn information criterion – HQ and the Akaike information criterion - AIC) and 
the presence of autocorrelation in our system. Unexpectedly (given that we deal with 
monthly data) most of the information criteria point to the use of very low number 
of lags. The SC and HQ criterion in most cases suggest the use of one or two lags for 
most countries, while the AIC information criterion points to a higher number of 
lags which varies among the countries. Since the literature often suggests that 
information criteria should not be seen as too convincing given that the results vary 
too often depending on the chosen criterion (which is also the case in our analysis), 
we believe that in the time series analysis it is much important to base our 
estimations on the system which is free of the problem of autocorrelation. Therefore, 
we are principally lead by this criterion when deciding about the order of our 
underlying VAR models. Given that we deal with monthly data we initially use a 
minimum of 4 lags for each country and employ the autocorrelation Lagrange 
multiplier (LM) test to check whether with this number of lags the system is free of 
autocorrelation. In cases where the LM statistics suggests that the null of no 
correlation can be rejected at 4 lags, we increase (change) the number of lags until 
the problem is solved. As a robustness check we also run our estimations with 8 lags. 
 
Results 
 
After presenting the data and research methodology in Section 3, in this section we 
report the results of our empirical investigation for each of the 6 Balkan countries in 
our sample. We first estimate the structural VAR model and then shock the system 
to obtain the impulse response functions. We check for each country how an 
increase in the interest rate (contraction in monetary policy) affects output and 
prices which allows us to assess the effectiveness of monetary policy in the analysed 
countries. 
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Bulgaria 
 
The impact of monetary policy on output and prices in Bulgaria is reported in 
Figure 1. Using our structural VAR model (explained in Section 3) we impose a 
shock on the interest rate (a one standard deviation increase in the interest rate) and 
investigate how the system reacts to this innovation. We are principally interested in 
the impact of a contractionary monetary policy on output and prices and therefore 
we report the impulse response function for only these two variables. 
 
Figure 1. Monetary policy effects on output and prices in Bulgaria 
 
 
 
Figure 1 suggests that in Bulgaria the impact of monetary policy on output is 
negative, as theoretically expected. At the same time, the impact of monetary policy 
on prices appears to be positive, which is contrary to our expectations. The estimated 
effects, however, are not statistically significant. Therefore, we should treat these 
estimates (the impact of monetary policy shock) as practically nonexistent. This 
suggests that monetary policy in Bulgaria cannot be used as a leverage to affect 
output and prices, which is for the most part expected given that Bulgaria is a small 
open economy with strong links to the euro area. This is particularly important in 
view of the fact that Bulgaria has a currency board which significantly limits the 
conduct of independent monetary policy. This exchange rate arrangement could be 
seen as an important objection whether at all Bulgaria should be part of our sample, 
because theoretically it is expected that the effects of monetary policy will be 
nonexistent. However, as our sample of countries is limited and we managed to 
obtain the data also for Bulgaria we decided to estimate the monetary policy 
transmission also for this country. It should be noted that we experimented with 
different modifications in the underlying structural VAR model to check the 
robustness of our findings. These modifications included: different number of lags in 
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the underlying structural VAR model (we estimated the model with 8 lags, instead of 
4), as well as estimating the model including the ECB refinancing rate instead the 
euro area money market rate (the results of these modifications are reported in 
Appendix 1A). We also introduced a dummy for the recent global financial crisis 
starting in August 2007 (this will be reported later on in Appendix 2). The results 
remained practically the same concerning the sign and statistical significance of the 
estimated impacts of monetary policy shock on output, while for prices we observed 
a change in the sign of the estimated impact (now predominantly negative) when our 
model was run with 8 lags. However, as our results are still statistically insignificant 
we can say they are consistent with those reported in Figure 1 and in our opinion it 
is warranted to conclude that monetary policy in Bulgaria has very little, if any, 
impact on output and prices. 
 
Croatia 
 
The estimated impact of monetary policy on output and prices in Croatia is reported 
in Figure 2. 
Figure 2. Monetary policy effects on output and prices in Croatia 
 
Impulse responses in Figure 2 indicate that an unexpected monetary policy shock (an 
increase in the interest rate) has a positive impact on output in the few first months 
following the shock, but afterwards the impact is negative as expected. However, 
note that these effects are not statistically significant. The negative effect comes close 
to being significant in the later period (months 17 to 24 after the shock). As for the 
prices, in the first few months the impact of a monetary policy shock is negative as 
expected, but afterwards the effect turns to be positive. With the exception of the 
short immediate impact, the effects are not statistically significant. Experimentation 
with different number of lags (8 lags instead of 4), the use of the ECB refinancing 
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rate instead of the euro area money market rate in the underlying model (these 
results are reported in Appendix 1B) reveals qualitatively similar results for output. 
The estimated effect on output is mixed, predominantly negative, but without being 
statistically significant. As for the prices, the results are now, unexpectedly, 
predominantly positive, and when the ECB refinancing rate is used in the model 
statistically significant (the model with 4 lags). However, with 8 lags the effect on 
prices again turns insignificant. Taken together, these results suggest that monetary 
policy in Croatia has a very limited impact in effecting output and possibly some 
effect on prices (but this effect is for the most part statistically insignificant). These 
results could be treated as expected given that Croatian monetary authorities have 
pursued the exchange rate targeting, which, similar to the case of Bulgaria, results in 
a very few degrees of freedom in conducting individual monetary policy. 
 
Macedonia 
 
The impact of monetary policy on output and prices in Macedonia is reported in 
Figure 3. 
Figure 3. Monetary policy effects on output and prices in Macedonia 
 
Figure 3 indicates that the impact of an interest rate shock on output is firstly 
positive, and then turns negative. However, note that neither the positive nor 
negative impacts are statistically significant. As for the prices, the impact of a 
monetary policy shock is negative, as expected, but it is statistically significant only 
in the first few months. We further check these findings through experimenting with 
a higher number of lags (8 lags instead of 4). The results for output are very similar 
(mixed – positive and negative, still being statistically insignificant), while for the 
prices the impact is again negative, but the statistically significant impact lasts longer 
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in this case (for the first 8 months). These results suggest that monetary policy in 
Macedonia may be considered as being able to affect prices for a while. When we 
experiment with the ECB refinancing rate (using both 4 and 8 lags) the results are 
very similar (for output mixed and insignificant, while for the prices again negative 
but losing statistical significance). The results of the introduced modifications are 
reported in Appendix 1C. Taken together, the results for Macedonia suggest that 
monetary policy is not effective at influencing output, while there is some indication 
of it being able to affect prices. 
 
Romania 
 
The impact of monetary policy on output and prices in Romania is reported in 
Figure 4. 
Figure 4. Monetary policy effects on output and prices in Romania 
 
Impulse responses in Figure 4 suggest that the impact of monetary policy shock (an 
increase in the interest rate) on output is mixed, firstly positive, then negative, and 
then again positive, but overall predominantly positive, contrary to theoretical 
expectations. Note, however, that the estimated effects are not statistically 
significant. As for the prices, the effects of monetary policy shock are negative as 
expected, but they are not statistically significant. These results suggest that 
monetary policy in Romania is not able to affect output or prices. When we 
experiment with the modifications introduced in the underlying model, the 
estimation of the model with 8 lags instead of 4, the results for output are similar as 
in the underlying model (the impact of monetary policy shock on output is mixed, 
both positive and negative, but the effects are again not significant). As for the prices, 
unlike in the estimation with 4 lags, the impact of a monetary policy shock on prices 
is this time positive, but again this effect is not statistically significant. 
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Experimentation with the ECB refinancing rate (tested both with 4 and 8 lags) 
produces similar results for the effects on output. As for the prices, the effects are 
always negative but statistically insignificant, with the exception of the estimated 
impact on prices with the model employing 4 lags, but only in a few first months. 
The results of the introduced modifications are reported in Appendix 1D. Taken 
together, it seems warranted to conclude that monetary policy in Romania is not 
effective at influencing output, while the impact on prices probably deserves the 
same qualification. Caution should be exerted as only in one case (out of the 4 
tested) the impact on prices is partly significant, but this is probably not enough to 
consider monetary policy as being effective at influencing prices in Romania. 
 
Slovenia 
 
The impact of monetary policy on output and prices in Slovenia is reported in 
Figure 5. 
Figure 5.  Monetary policy effects on output and prices in Slovenia 
 
Figure 5 suggests that monetary policy in Slovenia is not able to affect output and 
prices. The estimated effect of a monetary policy shock on both output and prices is, 
contrary to expectations, positive. Note, however, that these effects are not 
statistically significant. As these positive responses are somewhat surprising, we 
introduced the usual modifications as in the case with other countries in our sample 
(the results are reported in Appendix 1E). Unlike the above reported results, when 
we experiment with 8 lags instead of 4, the impact of a monetary policy shock on 
both output and prices is in accordance with theoretical expectations, i.e. negative. 
However, as before, these negative responses are still statistically insignificant. 
Experimentation with the ECB refinancing rate instead of the euro area market 
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interest rate (using both 4 and 8 lags) produces mixed effects (positive and negative) 
for both output and prices, but again these effects are not significant. Overall, the 
results reported for Slovenia suggest that monetary policy is not effective at 
influencing output and prices. The reasons for these nonexistent effects should be 
searched for in Slovenia’s preparations for the euro area membership and alignment 
with the ECB monetary policy (Slovenia introduced the euro on January 1 2007). 
 
Turkey 
 
The impact of monetary policy on output and prices in Turkey is reported in Figure 6. 
Figure 6. Monetary policy effects on output and prices in Turkey 
 
 
Figure 6 suggests that in the case of Turkey a monetary policy shock (an increase in 
the interest rate) has a negative effect on output, as expected, and this effect shows 
signs of being statistically significant (months 9 – 13). The impact on prices is 
surprisingly positive and statistically significant. These results suggest that monetary 
policy in Turkey is effective at influencing output (with the expected sign) and prices 
(positively, contrary to expectations). These significant impacts in the case of 
Turkey, unlike other countries, may be explained by the fact that Turkey is a larger 
economy in comparison to other countries in our sample, and larger economies 
should be more effective, according to theory, when using monetary policy (external 
effects and global forces are less powerful in the case of large economies). Another 
reason may be that in comparison with other countries in our sample Turkey’s links 
with the EU may be weaker. Although these arguments may sound convincing in 
explaining why the impact of monetary policy in the case of Turkey is stronger, our 
usual modifications introduced in the underlying model (the results are reported in 
Appendix 1F) suggest that these results should be interpreted with caution. Namely, 
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when we experiment with 8 lags instead of 4 the impact of a monetary policy shock 
turns positive and this time it is not statistically significant. As for the prices, unlike 
the previous case, the impact of a monetary policy shock on prices is this time 
negative and statistically significant only for a few first months after the shock. This 
evidently points towards different conclusions regarding the ability of monetary 
policy in Turkey to affect output and prices. Experimentation with the ECB 
refinancing rate suggests that the impact of a monetary policy shock on output is 
predominantly negative, as expected, but the effect is not significant. As for the 
prices, the effect is again negative, but losing statistical significance. Taken together, 
the results for Turkey also suggest (as was the case with other countries in our 
sample) that monetary policy does not have the ability to influence output and 
prices. 
 
In reporting the evidence on the monetary policy transmission in the 6 Balkan states 
this study has focused on the 21st century. As the last couple of years have seen the 
world facing a major financial and economic crisis, it can be argued that the role of 
monetary policy has been changing, as well as the underlying economic 
environment, which could possibly lead to different outcomes in terms of the effects 
of monetary policy on output and prices. Therefore, we decide to introduce another 
modification in our underlying SVAR model by allowing for a dummy variable 
starting in August 2007 which is officially considered to the start of the recent global 
crisis. The results of this exercise are reported in Appendix 2 for all the countries but 
Slovenia. The reason for not including Slovenia is that the period available for 
estimation so far covered the period only until December 2006. This is due to the 
official introduction of the euro in Slovenia when this country officially surrendered 
its monetary policy to the ECB. The results reported in Appendix 2 are consistent 
with the results reported earlier, with two exceptions (Bulgaria and Turkey). Thus, 
for the reasons of space we do not comment on Croatia, Macedonia and Romania, 
but instead we only provide a general comment that the introduction of the dummy 
variable representing the recent financial crisis in our underlying model does not 
seem to affect our conclusions concerning the effects of a monetary policy shock on 
output and prices in these countries (in terms of the sign of the estimated effects the 
impulse responses are very similar as in the underlying model and again they are not 
statistically significant). For Bulgaria and Turkey, the mentioned modification in the 
underlying model results in the following changes. For Bulgaria, the estimated 
impact of a monetary policy shock on output was earlier predominantly negative 
(Figure 1) and now it is mixed, but being predominantly positive. Note, however, 
that this effect does not appear to be statistically significant. The effect on prices, on 
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the other hand, which was found to be positive before now turns negative, but again 
not statistically significant. For Turkey, negative effect on output found earlier now 
becomes positive, but insignificant, while the reaction of prices turns from positive 
to negative. The effect on prices is statistically significant only for a very short period 
of the first two months. This exercise once again shows the results based on VAR 
methodology may be sensitive to even the slightest changes in the model. However, 
as most of our countries’ findings were not affected, especially in terms of statistical 
significance of the estimated effects, and given the earlier findings and checks of 
robustness, it may still be concluded that in the countries under investigation 
monetary policy shocks rarely have any effect on output and prices. All together our 
results suggest that in the Balkans monetary policy cannot be used as a very strong 
instrument of economic policy. 
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Conclusion 
 
This study has investigated monetary policy transmission (interest rate channel) in 
six Balkan countries in the 21st century. As the empirical literature dealing with the 
analysis of monetary policy in the Balkan region is still scarce, the attempt of the 
present study to investigate it in a comprehensive way represents a valuable 
contribution. 
 
The study employs a structural VAR approach to isolate and investigate the impact 
of an unexpected monetary policy shock (an increase in the interest rate) on output 
and prices. Through imposing a model with a more realistic structure, which 
represents small open economies, and a set of restrictions that strictly rely on 
economic theory, our approach represents the best practice in applying the VAR 
methodology. This careful approach, together with different checks of robustness 
allows us to be confident about our findings. Evidence in this study points towards a 
very small, if any, impact of monetary policy on output in a set of Balkan countries. 
In terms of the estimated direction of the impact of monetary policy on output we 
observe very mixed evidence, both negative and positive. However, in no country is 
the impact statistically significant. As for the prices, the evidence is mixed again, but 
the impact is again predominantly insignificant. A number of introduced robustness 
checks do not change this general finding. Thus, taken together, the evidence in this 
study does not suggest a consistent (clearly positive or negative and statistically 
significant) impact of monetary policy. Even though one might argue that the 
insignificance of our results renders no conclusion, we believe this finding is actually 
in accordance with expectations.  Namely, we read this evidence as pointing towards 
a very weak, if any, ability of monetary policy to affect output and prices in the 
Balkans. Although these findings may be in contrast to the evidence from developed 
countries, it is very likely that because of the strong links with the euro area and 
possibly a very significant convergence already achieved, monetary policy in Balkan 
countries is not effective. These findings further suggest that the fear of losing 
independent monetary policy, commonly put forward as a reason against adopting 
the euro, may be overstated and unwarranted, as the countries in our sample appear 
to be very limited in using it anyway. 
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Appendix 1A - Modifications for Bulgaria 
SVAR model – 8 lags (euro area money market interest rate) 
 
SVAR model – 4 lags (ECB refinancing rate) 
 
SVAR model – 8 lags (ECB refinancing rate) 
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Appendix 1B - Modifications for Croatia 
SVAR model – 8 lags (euro area money market interest rate) 
 
SVAR model – 4 lags (ECB refinancing rate) 
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SVAR model – 8 lags (ECB refinancing rate) 
 
 
Appendix 1C - Modifications for Macedonia 
SVAR model – 8 lags (euro area money market interest rate) 
 
SVAR model – 4 lags (ECB refinancing rate) 
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SVAR model – 8 lags (ECB refinancing rate) 
 
Appendix 1D - Modifications for Romania 
SVAR model – 8 lags (euro area money market interest rate)
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SVAR model – 4 lags (ECB refinancing rate) 
 
SVAR model – 8 lags (ECB refinancing rate) 
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Appendix 1E - Modifications for Slovenia 
SVAR model – 8 lags (euro area money market interest rate) 
 
SVAR model – 4 lags (ECB refinancing rate) 
 
SVAR model – 8 lags (ECB refinancing rate) 
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Appendix 1F - Modifications for Turkey 
SVAR model – 8 lags (euro area money market interest rate) 
 
SVAR model – 4 lags (ECB refinancing rate) 
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SVAR model – 8 lags (ECB refinancing rate) 
It was not possible to estimate the structural VAR model with 8 lags. (Hessian 
matrix problem) 
 
Appendix 2 
Bulgaria (estimation with the financial crisis dummy) 
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Croatia (estimation with the financial crisis dummy) 
 
Macedonia (estimation with the financial crisis dummy) 
 
 
Romania (estimation with the financial crisis dummy) 
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Turkey (estimation with the financial crisis dummy) 
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Introduction 
 
The South-eastern enlargement of the European Union (EU) – the sixth since 1973 
– is a huge test for the EU, as well as for the applicant countries. The European 
Union consists of 27 members. Besides incumbent members, there are candidates 
and potential candidates. The enlargement with candidates and potential candidates 
is going to increase the EU area by 25%, the number of population by 19%, and 
absolute GDP by 5%. Although the exact time of accession is not clear yet, the 
European Commission is planning to start with a group of 3 states that are Croatia, 
Montenegro and Iceland. The applicants from South-eastern Europe are relatively 
poor countries with a GDP per capita below the EU average. The average GDP per 
capita of nine countries is $10,490 that would be 3 times lower compared to EU-27 
or 4 times lower compared to EU-15.  
 
Similar to the third EU enlargement, the next enlargement would be a new challenge 
for the EU countries, as the integration of poor with rich countries increases 
heterogeneity. The South-east European countries will enter the EU on the basis of 
the Treaty of Accession. Once they access the EU, the members will be part of a 
union and a single market. A union of 27 countries with over 501 million consumers 
which have access to a single market is of huge importance. Construction of a single 
market of the European Union has brought the new impact, and improved the 
emergence of a common EU policy such as competition policy. The EU constantly 
works on the improvement of common policies, especially on a common market. 
Those policies have gained great importance since they strengthen mutual trade, 
improve the quality of products and services, and also expand the market, and most 
importantly they reduce trade barriers and increase positive effects of the common 
market. As a result, EU policies preserve the good functioning of the market, and the 
European Commission prevents or corrects the non-competitive behaviour of 
companies. In South-east European countries consumers enjoy a freedom of choice 
that is characterized by almost the same prices, lower quality and fewer innovations 
compared to the EU standards. The competition is present between South-east 
European Countries (SEEC’s), but they are not competitive to the EU single market. 
These countries cannot achieve scale of economies or competitive advantages as the 
EU countries do. This research aims to discuss economic costs and benefits of the 
EU enlargement to SEEC’s. The objective of this study is to show gains from trade 
for both sides, the European Union and SEEC`s.  
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From Maastricht Treaty to the Single Market and Single Currency  
 
In order to improve trade among them, six countries (Belgium, France, Germany, 
Italy, Luxembourg and the Netherlands) have adopted first four regulations for a 
common market in agriculture, finance and regulation of governing competition. 
On 1 January 1973, Denmark, Ireland and the United Kingdom joined the EU.  
The first Balkan country, Greece, became the 10th member of the EU in 1981. The 
situation was stable until Berlin Wall fell in 1989, after which the European 
Economic Community (EEC) member states were negotiating over a new treaty in 
Maastricht in December 1991. The collapse of communism throughout Central and 
Eastern Europe has connected Europeans. As a result, in 1993, the idea of a Single 
Market was completed with free movement of goods, services, people and money.  
 
Europe’s single currency, the Euro, replaced the old currencies on 1 January 2002, 
when 12 EU Member States adopted it as their official currency, creating the euro 
zone. The euro zone aimed to make life easier for businesses, consumers and 
travellers.  
 
On 1 May 2004, 10 countries became members of the EU: the Czech Republic, 
Cyprus, Hungary, Malta, Poland, Slovakia, Estonia, Latvia, Lithuania and Slovenia, 
while Bulgaria and Romania were accepted into the EU on 1 January 2007. Today, 
the EU has 27 member states. Enlargement to 27 was one of the most important 
steps in the history of European integration. 12 new countries in the EU, not only 
expanded geographical size and population, but also ended splitting the continent 
into two parts which was the case since 1945. As the idea of the EU says, democratic 
freedom has been settled in 12 new member states. The creation of the single market 
gave the European countries a strong incentive to liberalize previously protected 
monopolistic markets. Member states have removed all tariffs on trade within the 
union, while having unified tariffs on imports from outside the EU. It means that no 
matter which country is the importer, the tariff paid on products is the same, and 
once customs procedures are completed, goods can be shipped throughout the EU 
without additional duties. In accordance with the rules and regulations of the 
European Union, members of the union should also guarantee: 
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- Price stability, 
- Stability of currency,  
- Limitations of public debt, 60% of GDP, 
- Economic balance with limited deficit of national budget, 
- Investment stability, measured with long-run interest rates, and 
- Budget deficit which is not higher than 3% of GDP each year.  
In Tupy (2003), the benefits of free movement of goods are seen as major benefits 
for consumers in the EU. In general, the European Union has integrated the market, 
and established common rules. Those rules are implemented through technical 
standards of consumer protection, environmental standards, competition policy, and 
fairness in the workplace (Tupy, 2003). Thus, for the SEEC’s the common market 
could be a place for integration of every aspect of the state. Once the borders are 
opened to free flows of goods and capital, people would look at historic events less, 
and they will go for personal interest.  
 
European Union Today 
 
Today, European Union exists as a union that aims to improve economic and 
political circumstances to deliver peace, stability, and prosperity, to help to improve 
living standards, and to promote a single currency that will build a single market, 
where people, goods, services and capital could move freely. It is not a government 
or state or international organization, but a novel entity which respects human 
rights. Many countries, a huge single market, and a single currency provide many 
benefits, but for whom? As a single market, the EU is a major world trading power 
which aims to put barriers down and simplify the rules to enable everyone in the EU 
to take advantage of the opportunities given to them by having access to 27 countries 
and 501 million people. Looking from economics perspective, small countries from 
Europe cannot achieve growth and prosperity without the EU. Therefore, in order to 
compete on the world stage and achieve economies of scale, the European countries 
need a broader base, and the European single market provides it.  
 
The single market is one of the greatest achievements of the EU. Besides, restrictions 
on trade and competition between member countries have gradually been 
eliminated. All border controls on goods have been removed within the EU, together 
with customs controls on people. Tax barriers have also been reduced by partially 
aligning national Value Added Tax rates, which must be agreed by the EU member 
states. There is also EU’s competition policy that attempts to ensure that within the 
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European single market competition is not only free but also fair. Therefore, in the 
EU single market there is no cartel or unfair monopoly. 
 
The European Union was created to succeed in political objectives, through 
achieving economic cooperation. In modern terms, people call it as an “area of 
freedom, security and justice”, where every citizen has an equal justice and 
protection by the law. The European Commission represents the EU in international 
negotiations at the World Trade Organization (WTO). Right now, the EU would 
like to put more emphasis on quality of food, precautionary principle (“better safe 
than sorry”) and animal welfare.  
 
The EU has regional policy stating that European Funds should be used to improve 
development in regions that lag behind, to increase standards of living in these areas, 
to help young people and the long-term unemployed find work. European Funds are 
also distributed to farming and to less-favoured rural areas.  
 
European Enlargement  
 
Every new enlargement of the European Union is seen as a historic step toward long-
term objectives of the union. Any country that respects liberty, democracy, human 
rights and fundamental freedoms, and the rule of law is qualified to apply for EU 
membership. Applying for EU membership is the start of a long and rigorous 
process. Once a country submits an application to the Council of the EU, it activates 
a sequence of EU procedures that may, or may not, result in the country being 
invited to become a member. After applying for membership, the process starts with 
accomplishing the Copenhagen Criteria. There are not many criteria, but, in essence, 
every country has to work on it, since the criteria are detailed. (Fontaine, 2010) 
mentions these criteria as follows: 
- Institutions that provide high democracy, the rule of law, human rights and 
respect for and protection of minorities. 
- Strong market economy and the ability to cope with threats and pressure 
within the union. 
- Ability to take on the obligations of membership, accomplishing the aims of 
the union.  
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Once the Council unanimously agrees to begin with accession negotiations, 
discussions may be formally opened. The negotiation has got 35 separate policy areas 
that are called “chapters”, and each candidate country proceeds separately from one 
stage of the process to the next. Thank to this process, the prospect of accession acts 
as a powerful incentive for reforms, providing simultaneous benefits to the EU and 
to its acceding members. Once negotiations are concluded to the desired level for 
both sides, a comprehensive Draft Accession Treaty is submitted for approval by the 
Council of the EU, the European Commission, and the European Parliament. After 
being approved, the treaty is signed by the candidate country and the representatives 
of all EU Member States. Afterward, all Member States and the candidate get the 
treaty for ratification. Once the ratification process is done, the treaty enters into 
force on its scheduled date, and the candidate country becomes an EU Member 
State. 
 
Enlargement of the EU with South-eastern European Countries 
 
The next enlargement in the EU is related to Western Balkan region. The structure 
and procedures to be applied on the Western Balkan region are the same as it was for 
the former candidates. A first significant step in this process is the establishment of 
European partnership with Albania, Bosnia and Herzegovina, Kosovo, Montenegro, 
and Serbia. It would be a very important factor that assists Western Balkan states in 
preparing for membership within a rational framework and in developing action 
plans with timetables of reforms.  
 
The European Union created an instrument for Balkan integration which is called 
the Stabilization and Association Process (SAP), launched in 2000. It was established 
as a long process for the development of Western Balkans both in terms of political 
effort and financial and human resources (Montanari, 2005). The aim of the SAP is 
to create conditions that closely resemble the EU. It enables candidates to prepare for 
future EU standards. In the case of SEEC’s enlargement, conflicts can arise between 
European Union members as a result of its redistribution effects. EU members 
observe SEEC’s as a geographical area for expanding their market to export more 
goods and services. Once the union is enlarged, there will be new redistribution of 
income which might create lower income for some of the EU-27 countries. It is not 
the only threat for EU-27, high unemployment is another one. The neighbouring 
countries of the SEEC’s might be affected more, when immigration from SEEC`s to 
the EU starts. First targets will be most probably Slovenia and Hungary as they are 
very close to SEEC`s. 
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When we observe previous five enlargements of the EU whether they were Pareto 
efficient for all members and candidates, the evidence suggests that enlargements 
were not Pareto efficient in every round (Schneider, 2007). Thus, as Schneider 
(2007) states, the next enlargement is going to be very complicated from 
redistribution and free movement of labour aspects. It is expected that South-eastern 
enlargement will affect labour-intensive and low-tech sectors in the EU member 
countries negatively but it will stimulate growth in skill-intensive, some capital-
intensive and high-tech industries in Western Europe (Schneider, 2007). As a result, 
the candidate countries would have an incentive to export workers, rather than to 
attract them. Table 1 shows unemployment rate, population and GDP per capita for 
SEEC’s in 2010. 
 
Table 1.  Basic Socioeconomic Indicators for selected South-east European 
Countries (2010) 
                                       Population            Per capita GDP     Unemployment rate 2009 
                                       (millions)              (current US$)     (percent of labour force) 
Albania 
Bosnia and Herzegovina 
Bulgaria 
Croatia 
Kosovo 
Macedonia  
Montenegro 
Romania 
Serbia 
3.20 
3.76 
7.54 
4.42 
 1.82 
  2.06 
  0.63 
21.44 
 7.29 
 3,678 
4,409 
6,325 
13,754 
3,059 
4,460 
6,510 
7,538 
5,269 
 - 
- 
6.8 
9.1 
45.4 
32.2 
19.1 
6.9 
16.6 
 
Sources: World Bank, World Development Indicators. 
               Monstat, Department of statistics of labour market, life conditions, social services and household 
consumption. 
 
Table 1: Basic Socioeconomic Indicators for selected South-east European Countries 
(2010) Table 1 shows that for some countries the unemployment rate is very high.  
Kosovo has unemployment rate of 45.4%, but the real unemployment rate is around 
25% due to gray economics. The other countries have acceptable unemployment 
rates, but it is still considered to be high and a threat for the EU countries since it 
will create high labour inflows into the EU. Two biggest countries of the SEEC’s 
became the EU members, and remaining 7 will bring 23 million new customers to 
the single market. When we take GDP’s of SEEC’s into account, then it is obvious 
that these countries have relatively low GDP`s, compared to the EU-15 (4 times 
lower), and EU-27 (3 times lower).  Some candidate countries are economically 
weak, with high unemployment rate and low wages, and they will be ready to take 
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advantages of free movement of labour immediately. However, the Union could 
apply some limitations on the free movement of workers from new members. There 
was a case when the United Kingdom joined the EU in 1973. The UK had to obey 
limitations on the free movement of its workers within Belgium, France, Germany, 
and Luxembourg (Schneider, 2007). This clause could be used when accepting 
SEEC’s to the Union, where Austria, Slovenia, and Hungary might ask for 
limitations of free movements of these three countries’ workers in order to sign 
accession treaty.  
 
Table 2 shows trade flows between EU-15 (including Bulgaria and Romania) and 
SEEC`s in 2010. It is seen from the table that Croatia is a main trade partner of the 
EU-15 (BG+RO). 32.42% of imports from SEEC`s to the EU-15 (BG+RO) comes 
from Croatia. Moreover, Croatia is also the leader in exports to the EU with 39.32% 
of all exports from SEEC`s. Therefore, it is not surprising that Croatia is the first to 
enter the union when trade relations are considered. After enlargement the imports 
are expected to be higher for each SEE country.  
 
Table 2.  EU-15 (Bulgaria and Romania included) trade with SEE by country (2010) 
 
 EU-15+BG and RO Imports          EU-15+BG and RO Exports 
  
Million US$ 
 Percentage of 
Imports  
 
Million US$ 
Percentage of 
Exports  
 
Croatia 
Serbia 
Macedonia 
BiH 
Albania 
Montenegro 
       4,149 
3,867 
1,738 
1,732 
1,157 
152 
32.42 
30.22 
13.59 
13.53 
9.04 
1.19 
 9,069 
6,414 
2,081 
2,557 
2,442 
500 
39.32 
27.81 
9.03 
11.09 
10.59 
2.17 
Source: IMF, Direction of Trade Statistics. 
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Strategy of the EU 
 
The strategy of the EU for creating sustainable growth and jobs encourages 
innovation within businesses and investment in people that might create a 
knowledge-based society. The idea is to attract more people into employment, and 
keep them in work longer as life expectancy rises. Besides, the ability of workers and 
enterprises to adapt to new challenges, providing better education and skills, effects 
of globalization and increasing mobility would increase the well-being of each 
society.  By 2020, the EU aims to have accomplished the following targets: 
- 75 % of the population aged 20-64 should be employed, 
- 3 % of the EU’s GDP should be invested in R&D, 
- The “20/20/20” targets in terms of reduction of greenhouse gas emissions, 
renewable energy production, and energy efficiency should be met,  
- The share of school dropouts should be under 10% and at least 40 % of the 
population between the ages of 30 and 34 should have a degree of diploma, 
- 20 million fewer people should be living below the poverty line (Delegation 
of the European Union to the United States of America, 2011). 
In order to accomplish these objectives, the EU adopted a proposal to re-focus on 
R&D and innovation policy on major challenges which are to enhance the quality 
and attractiveness of Europe’s higher education system, to deliver sustainable 
economic and social benefits from a Digital Single Market, to enable the EU’s 
industrial base to enhance competitiveness, to promote entrepreneurship and 
develop new skills for workers, and to ensure economic, social and territorial 
cohesion by helping the poor and socially excluded.  
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Costs and Benefits of the South- East European Enlargement 
 
The Overall Economic Impact of the Enlargement 
 
The countries of the last EU enlargement were highly welcomed in the EU alliance 
because they belong to those of the developed countries in Europe; and, hence, did 
not only cost nothing, but also contributed to the EU budget with significant 
amounts. In the case of South-east European enlargement, the EU incumbents are 
firstly concerned about the costs, rather than possible benefits. Typically, this 
enlargement would enable consumers and companies to arrange their businesses 
more efficiently to produce more output and higher income. When we take the costs 
of enlargement into consideration, the question is how the distribution of gains will 
be shared among the EU members. It is obvious that the countries with strong trade 
relations with the SEEC’s will benefit.  
 
The European enlargement is by no means a win-win project, but it is relatively 
unpredictable which has a tendency to create both winners and losers. Due to the 
huge wage-gap between East and West sides of Europe, there might be a migration 
wave from the East to the West as a result of full involvement of eastern side of 
Europe into the single market. On the other hand, there are almost certain gains for 
some new members. Therefore, the incumbent members prolong the acceptance of 
those candidates. One obvious case is Turkey.  
 
When it comes to patterns of trade in the last few years, we see that the largest 
trading partner of the SEEC’s is Italy, which absorbs 34 % of all exports from 
SEEC`s (Montanari, 2005), suggesting that geographical distance plays a 
considerable role in determining trade patterns which is the main reason why 
SEEC’s trade mostly with their neighbouring partners. Table 3 indicates the value 
and percentage of import flows into the EU countries from SEEC`s and it supports 
Montanari (2005) by showing that the major trade partners importing from the 
SEEC`s are Italy, Germany, Austria and Greece. Table 4 shows almost the same 
results as Table 3. Italy, with 26%, is the leader in exports among EU-15 countries 
from SEEC`s, where Germany, Austria, Bulgaria and Greece come after. Both tables 
indicate the importance of distance in determining international trade flows and 
shaping trade relations. Countries that are away from the SEEC’s receive only 10% 
of total exports from SEEC`s. 
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Table 3. EU-15 (BG+RO) Countries` Imports from SEEC`s (2010) 
                                                                              Percentage of total EU  
Country Million US$   imports from SEEC’s 
Italy 
Germany 
Austria 
Greece 
Romania 
Spain 
France 
Netherlands 
United Kingdom 
Bulgaria 
Belgium 
Sweden 
Denmark 
Portugal 
Finland 
Ireland 
Luxembourg 
Total  
4,426 
3,047 
1,680 
744 
488 
411 
396 
378 
344 
338 
267 
106 
60 
41 
27 
23 
11 
12,787 
  34.61 
23.83 
13.14 
5.82 
3.82 
3.21 
3.10 
2.96 
2.69 
2.64 
2.09 
0.83 
0.47 
0.32 
0.21 
0.18 
0.09 
  
Source: IMF, Direction of Trade Statistics. 
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  Table 4. EU-15 (BG+RO) Countries’ Exports to SEEC`s (2010) 
Percentage of total EU 
Country Million US$ exports to SEEC’s 
Italy 
Germany 
Austria 
Bulgaria 
Greece 
Netherlands 
Romania 
France 
United Kingdom 
Belgium 
Spain 
Denmark 
Sweden 
Ireland 
Finland 
Portugal 
Luxembourg 
Total 
6,116 
5,428 
2,775 
1389 
1,344 
1,332 
1,120 
904 
785 
568 
548 
254 
191 
149 
109 
32 
15 
23,059 
  26.52 
23.54 
12.03 
6.02 
5.83 
5.78 
4.86 
3.92 
3.40 
2.46 
2.38 
1.10 
0.83 
0.65 
0.47 
0.14 
0.07 
  
Source: IMF, Direction of Trade Statistics. 
 
Costs of Enlargement 
 
The main costs of enlargement are the costs for public finances, the costs of labour 
market disruption, and the costs of wage competition (Grabbe, 2001). On the other 
hand, costs of expansion should be considered as well, meaning that the EU 
bureaucratic machinery is likely to grow to be unmanageable. There is also cost of 
preparing translations of all EU documents into the language of member states. 
However, the cost of translation is not so important when it is compared to the cost 
of reaching a consensus and making decisions in the EU. 
 
Reaching a consensus on a unanimous or qualified-majority basis is likely to become 
more difficult (Baldwin, 1997). South-eastern countries have problems in reaching 
decisions in their parliaments, and accession to the EU would make things worse, 
since the new members would, very often, go for personal interest, rather than for 
the well-being of the society. Voting prolong, and not reaching decisions on time 
would increase the costs of bringing people to the parliament, and most importantly 
time spent while new regulations could have already taken place.  
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Nowadays, Croatia`s accession to the European Union is an important event for the 
neighbouring countries. Many analysts of macroeconomic issues warn saying that if 
Croatia enters the EU many mechanisms will change, especially for Bosnia and 
Herzegovina and its exports and imports, because the EU asks for high criteria of 
product quality. As a country with cheap labour, Bosnia is going to be a place where 
Croatia produces licensed products that are expensive to be produced in the EU. 
Croatian media talks also about negative consequences of accession to the EU as 
well. If Croatia joins the Union, it would become a small, politically and 
economically unessential province among giant European countries (R.I., 2012). 
The European Union is not a single country, but  a union of different people and 
countries (big and small), where members represent their own interests on the 
European level better and more efficiently, than in a case they would, in today’s 
globalized world, without the Union.  
 
Economic Benefits of Enlargement 
 
After enlargement, benefits will accumulate, not only to the members of the Union, 
but also to individual citizens. One of the principles on which the EU is based is that 
it will improve the welfare of its member states and their citizens. This process does 
not have appeal to the government of the member states which have initiated the 
accession process; it is also expected to have an influence on the citizens and their 
willingness to assist integration process. The main economic benefits after 
enlargement are the classical ones generated by integration processes from expansion 
of the Single Market like strengthening the Union’s position in global markets and 
catching up with EU living standards. When SEEC’s join the Union they will be 
passing from a free trade area for manufactured goods to a single market. The major 
benefit is free movement of workers, which is a highly sensitive issue. 
 
Enlargement will be good for the European economy by adding over one million 
consumers to the single market that will create many new jobs in both the applicant 
countries and the incumbent member states. European companies are looking 
forward to seeing more states in the EU market that would possibly reduce the risk 
of doing business in the other half of the continent.  
 
In the long-run, the applicant countries need help from the EU in order to increase 
private investment to meet EU`s environmental and transport standards. The main 
economic benefit of EU membership is the potential improvement in investment 
climate of the South-east European countries. When the SEEC’s join the EU, 
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participation in the single market should involve the end of contingent protection 
(anti-dumping and safeguards). In1999, the total number of anti-dumping 
investigations opened was 86 (Nello, 2002). It is obvious that some countries will be 
better-off and some worse-off. Bosnia and Herzegovina can increase the sale of its 
domestic tobacco company`s products if it proves that the Croatian tobacco 
company is dumping in Bosnia which was speculated in media in 2010.  
 
The EU imposes environmental regulations regarding environmental quality 
protection, production processes, and products (Tupy, 2003). One of the significant 
benefits will be the increase in the quality of products in SEEC`s. It will affect local 
producers, and decrease their profits, but more importantly, the customers will be 
better-off. Besides, citizens will enjoy higher air quality, water protection, pollution 
controls, and get rid of some other things that create negative externality. For 
instance, people from Zenica (Bosnia and Herzegovina) could have better air quality, 
when Environmental Regulation Agency introduces pollution control on Metal 
Company.  
 
Gravity Model  
 
Gravity Model of Exports from EU-15 (including Bulgaria and Romania) to 
SEEC’s 
 
In this part, trade flows between the EU and SEEC’s will be analyzed using one of 
the most popular models in International Economics – Gravity model. It is aimed to 
evaluate whether there could be a potential for trade growth between two groups of 
countries. The answer to this question can be obtained by estimating a gravity model 
of trade. The model that is used in this research is very similar to the one that 
Montanari (2005) uses while explaining trade patterns. Gravity model describes 
bilateral trade patterns in accordance with socioeconomic and geographical 
characteristics of the countries in the sample (Montanari, 2005).  
 
The countries included in the analysis are divided into two groups. First group 
consists of the EU-15, while the other includes countries from the South-eastern 
Europe. Even if Bulgaria and Romania are from the South-east Europe, the research 
uses them as the EU members, to obtain more precise results. EU-15 does not 
include Bulgaria and Romania, but EU-27 does, so we obtain a real potential of the 
SEEC’s only if we include two countries into the first group. Greece has been part of 
the EU-15 for a long time; therefore, it will be included in the first group.  
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This study uses the data from 2010. Thus, there are separate indicators for 
Montenegro and Serbia. Due to the lack of data, the analysis excludes Kosovo.  
 
The gravity equation used to estimate trade flows is as follows: 
𝑙𝑙𝑙𝑙𝑋𝑋𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆 = 𝑐𝑐 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑒𝑒𝑒𝑒𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑙𝑙𝑙𝑙 + 𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑆𝑆𝐸𝐸 + e𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆           (1)       
where                                                    
𝑋𝑋𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆 : is export flows from EU-15 countries (including Bulgaria and Romania) 
to SEEC’s measured in current US Dollars in millions, 
𝑙𝑙𝑙𝑙𝑙𝑙𝑒𝑒𝑒𝑒𝑙𝑙 : represents the GDP of the exporting country expressed in current US 
Dollars in millions, 
𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑙𝑙 : is the GDP of the importer country expressed in current US Dollars in 
millions, 
𝑙𝑙𝑖𝑖𝑙𝑙𝑙𝑙: is the distance between capitals of exporter and importer measured in 
kilometres, 
𝐵𝐵𝐵𝐵𝐵𝐵: is the dummy variable which is 1 if exporter and importer share a common 
border and 0 otherwise, 
𝑆𝑆𝐸𝐸: is the dummy variable which is 1 if exporter and importer countries use a 
common currency and 0 otherwise, and 
e𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆 : describes the error term. 
Data sources are explained in the Appendix. The gravity model says that if countries 
share the same border, and/or use the same currency they should trade more. In the 
case of signing a bilateral agreement, like Central European Free Trade Agreement 
CEFTA, trade barriers decrease and countries trade more.     
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The Basic Gravity Model 
 
Table 5, which consists of the results given by four different models, explains 
patterns of trade between the EU countries and SEEC’s. In Model 1, GDP of 
exporter country seems to have a positive effect on trade flows and its coefficient of 
1.06 shows that when GDP of exporting country increases by 1%, its exports 
increase by 1.06%. Similar result is given for the importer country`s GDP, where the 
coefficient of 0.78 shows the percentage increase in trade flows when GDP of 
importer increases by 1%. There is a negative coefficient for the distance indicating 
that when countries are further they trade less. In order to save the costs of 
transportation, countries trade mostly with their neighbours and the model says that 
1% increase in distance will decrease trade by 2.39%. Besides that, the model uses 
dummies such as common borders and currency. While common borders have a 
positive impact on trade flows with a coefficient of 0.53, the common currency 
seems to have a negative effect with -0.62%. This negative coefficient might be the 
result of not using Euro. Montenegro is the only member of the Euro zone among 
SEEC`s which uses Euro. The value of R2 of 86% shows that this model explains 
86% of the variation in trade flows between the EU and SEEC’s in 2010. 
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    Table 5. Gravity Model Regression Results. Dependent Variable: Log of Exports 
 
Variable  Model 1 Model 2 Model 3 Model 4 
Exporter GDP 1.06 1.06 1.06 1.06 
  (-0.07) (-0.07) (-0.07) (-0.07) 
Importer GDP 0.78 0.78 0.89 0.76 
  (-0.11) (-0.11) (-0.09) (-0.11) 
Distance -2.39 -2.34 -2.52 -2.33 
  (-0.18) (-0.2) (-0.17) (-0.2) 
Common Border 0.53 0.58  0.58 
  (-0.35) (-0.36)  (-0.36) 
Common Currency -0.62 -0.64  -0.74 
  (-0.3) (-0.3)  (-0.33) 
Constant -11.3 -11.72 -13.08 -11.54 
  (-3.28) (-3.35) (-3.07) (-3.36) 
R2 0.86 0.86 0.85 0.86 
RMSE 0.81 0.81 0.84 0.81 
AIC 249.31 250.81 255.99 252.13 
BIC  265 269.11 271.68 273.05 
Number of 
observations 
101 101 101 101 
Source: Author’s calculations 
Numbers in parenthesis are standard errors. 
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Bilateral Effects Model 
 
The equation used to estimate Model 2 in Table 5 is: 
𝑙𝑙𝑙𝑙𝑋𝑋𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆 = 𝑐𝑐 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑒𝑒𝑒𝑒𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑙𝑙𝑙𝑙 + 𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑆𝑆𝐸𝐸𝐵𝐵 +
𝑏𝑏𝑖𝑖𝑙𝑙𝑏𝑏𝑙𝑙𝑒𝑒𝑏𝑏𝑏𝑏𝑙𝑙 +  e𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆                                                                (2)                                                                                
where bilateral is a dummy variable which takes 1 for a specific importer and 
exporter country pair and is used to capture the effects of any political, historical or 
cultural event between two countries on their trade flows. All other variables are the 
same as Equation 1. 
Model 2 has exactly similar coefficients of GDP as the first model. Thus, if there is 
any increase in GDP of exporter and importer countries, the trade will be boosted. 
The coefficient of common borders says that trade increases if two countries share a 
common border.   
 
Main Effects Model (Exporter and Importer Fixed Effects) 
 
The equation used to estimate Model 3 in Table 5 is: 
𝑙𝑙𝑙𝑙𝑋𝑋𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆 = 𝑐𝑐 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑒𝑒𝑒𝑒𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑙𝑙𝑙𝑙 + 𝑒𝑒𝑒𝑒𝑙𝑙𝑒𝑒𝑖𝑖𝑒𝑒 + 𝑖𝑖𝑖𝑖𝑙𝑙𝑒𝑒𝑖𝑖𝑒𝑒 +
e𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆               
                                                                                                                          (3)                                                                                      
where  𝑒𝑒𝑒𝑒𝑙𝑙𝑒𝑒𝑖𝑖𝑒𝑒 equals 1 whenever a country is exporting and 0 otherwise, and 
𝑖𝑖𝑖𝑖𝑙𝑙𝑒𝑒𝑖𝑖𝑒𝑒 equals 1 whenever a country is importing and 0 otherwise. These dummies 
might differ depending on the countries’ tendency to export and import.  
 
This model does not include dummies and bilateral effects variable, but only counts 
on exporter and importer fixed effects. In general, the model does not give a better 
picture; R2 is slightly lower than the first and second model, and Akaike`s 
information criteria (AIC) is also higher.  
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Main Effects Model with Dummies 
 
When we enlarge Model 3 with common border and common currency dummies, 
the model becomes the following: 
𝑙𝑙𝑙𝑙𝑋𝑋𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆 = 𝑐𝑐 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑒𝑒𝑒𝑒𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑖𝑖𝑙𝑙 + 𝑙𝑙𝑙𝑙𝑙𝑙𝑖𝑖𝑙𝑙𝑙𝑙 + 𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑆𝑆𝐸𝐸𝐵𝐵 +
𝑒𝑒𝑒𝑒𝑙𝑙𝑒𝑒𝑖𝑖𝑒𝑒 + 𝑖𝑖𝑖𝑖𝑙𝑙𝑒𝑒𝑖𝑖𝑒𝑒 + e𝐸𝐸𝐸𝐸−𝑆𝑆𝐸𝐸𝐸𝐸𝑆𝑆                  (4)                                                                                 
This model has a higher R-squared than Model 3, which is 86%. The distance has a 
negative coefficient as usual confirming that neighbouring countries trade more with 
each other than other countries.   
 
The results of our several models show that trade increases with economic size of the 
countries while it decreases with distance between them. The gravity model could be 
useful for analyzing international trade flows and can be used to test the impact of 
new policy arrangements in SEE countries.  
 
Results 
 
Measuring overall economic impact of EU-enlargement is very difficult task given 
that there are problems of global economy, uncertainties which could influence the 
whole process. The economic benefits to the EU-27 may not be obvious in the 
short-run, neither the costs. However, in the long-run the whole European economy 
is expected to gain from enlargement.  
 
Table 5 represents four different models consisting of various variables. Taking part 
in the single market would lead to an increase in the outputs, and therefore imports 
and exports will be higher which in turn leads to an increase in GDP. According to 
the results of our models, if SEEC’s access the union, GDP’s will become higher, 
trade flows will increase, and at the end export flows will be larger. Therefore, 
households would benefit from the European enlargement and from the removal of 
tariffs which leads to the reduction in import prices, and will affect the allocation of 
household income positively. The removal of trade barriers would have a clear 
impact on price setting as well. The scenario would be a reduction in prices. 
Conversely, the increased demand should also be taken into account, together with 
the removal of tariffs, which at the end will provide a positive impact.  
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The European Union has to manage enlargement appropriately if it wants to gather 
all the potential benefits. Flourishing management depends on developing a strategy 
in favour of enlargement producing gains for the public and for interest groups.   
 
When we compare previous enlargements with the next ones, we see significant 
differences. For instance, Greece, Portugal and Spain became members of the EU 
before the single market and monetary union programs were implemented. Thus, 
they became members when the EU was much less integrated and smaller. Today, 
the EU economy is well-experienced and it has a faster growth rate in trade than it 
was in time of accession period of Portugal and Spain.  
 
The main benefits of enlargement for the SEEC’s are not only economic, but they 
are also expected to provide stability and security in the region. Major risks are large 
migration flows, wage competition, and the costs to the EU budget. Our results 
show that there is a room for trade to increase, especially, in neighbouring countries. 
SEEC’s would have to invest in new technologies to be competitive for the EU 
market.  
 
Policy Suggestions 
 
Yugoslavia was located in the South-eastern Europe, in the heart of the Balkan 
Peninsula. It connected two continents, Europe with Asia, and was the gate to the 
Black Sea. The country had resources and good geographical position to grow and 
become super power of Europe. Unfortunately, the country could not run resources 
properly.  
 
Yugoslavian economy was oriented toward agriculture, so the whole national 
prosperity depended on the development of agriculture. The characteristic of 
Yugoslavia is seen in the fact that out of 24,849,425 hectares of the whole territory, 
11,500,000 hectares, or 46 per cent, was devoted to agriculture (Roucek, 1933). The 
country produced hemp, cotton, hops, opium, tobacco and so on. All these, and 
many other products, were high quality. The important thing is that no single part 
of Yugoslavia produced all these products. The country consisted of 7 parts that are 
today independent countries (Bosnia and Herzegovina, Croatia, Kosovo, Macedonia, 
Montenegro, Slovenia, and Serbia). Hence, each part of Yugoslavia was famous for 
the production of a particular good. Exports went mainly to France, Germany, and 
Switzerland. Moreover, each province of Yugoslavia has its own special kinds of 
fruits. Different fruits and variety of foods and beverages were produced in a way 
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that is traditional for every region of the country. Besides that, there were plenty of 
mineral resources such as coal, iron, copper, etc. Yugoslavia could, by its richness of 
iron, take a place as one of the leading countries in Europe. The main importers of 
Yugoslavian products were Italy (28.31%), Austria (17.68%), Germany (11.66%), 
Hungary (7.18%), Greece (6.05%), etc. The main products for exports were wood, 
cement, cereals, and ores (Roucek, 1933). 
 
It seems that today, the former parts of Yugoslavia need a stabilization process that 
would help them reach the previous conditions. It is obvious that countries need 
capital and investment in infrastructure.   
 
Taking all of these facts into consideration, a solution for the SEEC’s, besides the 
European Union, might be the creation of the Balkan Union consisting of 7 
countries which are Albania, Bosnia and Herzegovina, Croatia, Kosovo, Macedonia, 
Montenegro, and Serbia. The Balkan Union would look like the European Union. 
There would be institutions to regulate the union, mainly from culture, education, 
and trade aspects. The target should be that each member specializes in the 
production of particular goods and services, and achieves comparative advantage 
with economies of scale. Developing countries, as “members” of the Balkan Union, 
must diversify their production structure and strengthen domestic demand. People 
should buy domestic products more, and stop buying similar foreign products, 
thinking foreign is better.  
 
In today`s world, countries do not depend only on agriculture and manufacturing, 
but also on tourism. Thus, economic policy for each country should be set to take 
advantages of potentials they possess. There are countries such as Bosnia and 
Herzegovina and Montenegro that need to be oriented towards winter and summer 
tourism.  
  
Elif NUROGLU & Haris KURTAGIĆ 
 
 
62 
 
Journal of Economic and Social Studies 
 
Conclusion 
 
This study discusses economic costs and benefits of South-eastern enlargement of the 
European Union. The purpose of the EU is to maintain a peaceful and prosperous 
life throughout Europe. At the beginning of the fifties in the last century, the EU has 
signed many treaties and brought new policies that would ensure a zone for free 
capital movement. Besides that, the Union had five enlargements and introduced a 
common currency. Creation of a single market, which today consists of 501 million 
of consumers, is to provide a better life for every citizen.  
 
Next enlargement is of the South-east European countries. After accession of the 
SEEC’s, the European Union will have more than 30 members with diverse cultures, 
histories and languages. Can such a diverse union of nations create a common 
political “union”? The EU was a trial to unify Europe, but it is obvious that it is 
difficult, since it is impossible to connect Germany or Sweden with, let us say, 
Mediterranean, and there is no surprise for the failure of Greece and Italy. Can 
citizens of the EU establish a sense of being European while deeply belonging to 
their country? In essence, they can, if incumbent members follow the example of the 
first European Community. The moral legitimacy of the European Community is 
based on compromise, while consolidating peace between former enemies. It stays 
within the principle that all members, large and small, have equivalent rights and 
respect to the minorities. Therefore, the next enlargement needs to bring equivalence 
to small countries, and more importantly, produce a stable market. EU member 
states account for almost 1/3 of the entire global economy, so in that sense the 
common market is a preferable means to the global market.   
 
This research uses the gravity model to analyze trade relations between EU-15 
(including Bulgaria and Romania) and SEEC’s. After adding dummy variables such 
as common borders and common currency to the model, the results show that there 
is a space for growth of trade between two groups. Trade is positively affected by the 
GDP of exporter and importer countries. Larger GDP means higher production and 
increased ability to trade. However, distance has negative impact, and in our model 
it seems to shrink trade if a country is far away from its partner. On the other hand, 
common borders positively affect trade, so by diminishing trade barriers, quotas, and 
taxes countries could stimulate trade. Although the accession of SEEC`s into the EU 
might produce some negative effects, its trade effects will be clearly positive. 
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Appendix 
 
Data and Variables Used for the Estimation of the Gravity Model 
 
The reporting countries that are used for the analysis are the members of the EU-15 
(Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, 
Luxembourg, Netherlands, Portugal, Spain, Sweden, and United Kingdom). 
Although Bulgaria and Romania are not included in the EU-15 they are attached to 
the first group but not in the South-east European countries. There are six partner 
countries from SEE: Albania, Bosnia and Herzegovina, Croatia, Macedonia, 
Montenegro, and Serbia.  
 
GDP and population data are taken from the World Bank’s World Development 
Indicators. GDP of exporter and importer countries are measured in current US 
Dollars in millions. Bilateral trade flows, the sum of imports and exports, are taken 
from the IMF’s Direction of Trade Statistics.  
 
Distances between capitals of the countries are taken from www.viamichelin.co.uk. 
The most used routes for transportation of goods by trucks and by ship (in case of 
Italy and its partner countries) are taken for analysis.  
 
Dummy variable for border takes the value of 1 if the EU-15 country and its partner 
share a common border, and 0 otherwise. 
 
Dummy variable for currency takes the value of 1 if the EU-15 country and its 
partner use a common currency, and 0 otherwise. 
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ABSTRACT: The objective of this study is to compare the 
financial performance of the banking sector in some ex- Yu 
countries: Bosnia and Herzegovina, Croatia, Slovenia and 
Serbia for period from 2005 to 2010. The banking sector of 
these countries experienced reforms after the separation from 
the Yugoslavia. The financial performance of banks is 
studied on the basis of some selected financial variables and 
ratios that are either obtained from different sources either 
calculated by author.During this period the banks become 
privatized and there is increase in the presence of the foreign 
owners on the Balkans.This is mostly descriptive research 
that explains and provides some insights about situation in 
banking of the selected countries. Financial performance in 
this study is measured by selected indicators, such as return 
on asset (ROA), return on equity (ROE), capital adequacy 
ratio (CAR), share of non-performing loans (NPL), 
participation of deposits, assets and loans in Gross Domestic 
Product (GDP) of the country.Data show that banking 
system of these countries suffers from problems in the banking 
sector, largely influenced by its huge debt to IMF, political 
situation, financial crisis, internal situation and other 
political factors. 
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Introduction 
 
The banking sector is considered to be an important source of financing for most 
businesses. Increase in the financial performance leads to more improved functions 
and activities of any organization. It has effect on total economy of the country, 
because banks are the sources of finance for better job opportunities, development of 
new ideas; research and overall prosperity.   
 
The factors that influence performance of banks are: bank size measured by its assets, 
profitability measured by returns on assets and equity, size of deposits and loans, as 
well as the percentage of non- performing loans in the total loans.  
 
This study is organized as follows:  the next section following the introduction 
discusses the characteristics of banking sector. Methodology of study is described in 
third section. The forth section provides details of the results and analysis of the 
available data, and final section presents the main conclusion. 
 
Banking system 
 
The Socialist Federal Republic of Yugoslavia (SFRY) was very strong in each field, in 
economic and political meaning. It had great impact on its member republics. The 
banking system was different than the system of other planned economics. Banks 
had participation in all activities for enterprises, in commercial and financial 
activities. All banks were nationalized. 
 
The banking system of Yugoslavia in period from 1960 to 1980 was one of the most 
advanced banking systems in Central and Eastern Europe in that period. The system 
had social characteristics, introduced two-tier banking system in 60s when it left the 
Soviet style mono-banking system, and in 80s Yugoslavia was the most developed 
and the largest country in the region.  The strong Yugoslavia represented a great base 
for development of the strong and healthy banking system. The National Bank of 
Yugoslavia controlled short-term loans, issued currency, performed general banking 
and agency services for government and served as a clearing house for the entire 
economy.  The Bank through its branches had a monopoly of all commercial 
banking operations in the whole country.  
 
In 1985 in Yugoslavia there were 170 banks and in one decade from 70s to 80s there 
was no bank liquidation or bankruptcy. In 1980s the Yugoslavia experienced crisis 
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that were caused by a high exchange rate, a high fiscal deficit, and low performance 
in trade that were the consequences of the big recession and international crisis. 
During that period, national currency, Dinar, highly depreciated and it leads to the 
difficulties in repaying foreign loans that in previous century were taken. It 
negatively influenced the banks` portfolio and the growing debt of the country. 
Getting the agreement with Paris and London Club the debt was postponed.  Failure 
of the reforms that were made in order to solve the crisis leads to the bringing new 
banking law in 1989. The government started to promote the Markovic`s anti-
inflation program to make faster economic stabilization. The plan allowed the 
establishment of private and mixed firms. These new reforms were interrupted by 
the weakness and collapse of the SFRY. 
 
The reforms of the banking system started in 1990s. Those reforms happened after 
the breaking the SFRY and separation of its republics. Separation started first in year 
1991 with small military conflict in Slovenia, then Croatia (1991-1992) and Bosnia 
and Herzegovina (1992-1995). The military conflicts, hyperinflation, high 
unemployment rates and other reasons influence the flow of the political and the 
economic reforms. These negatively influence the position of all former republics 
and took away all advantages they had before as the part of the SFRY.(Radzic and 
Yuce, 2008) 
 
In order to perform better and to make system stronger there were introduced some 
measures such as implementation of solvency ratio, limiting the total amount of the 
assets to less than fifteen times the equity, also to decrease the risk exposure the 
ceilings on the foreign credits were imposed. National Bank of Yugoslavia had right 
to issue for bank licenses. It could initiate rehabilitation procedures if losses exceed 
permanent bank reserves. Yugoslav financial system was characterized by widespread 
substitution of dinars by hard currency such as German Mark (DM).  Citizens 
started to use more foreign currency to keep their savings and for making 
transactions and dinar lost its role as a store of value.  It leaded to loss of control by 
monetary authorities over the domestic money supply. (Simon, 2012) 
 
Reforms in each country are made in order to make transformation of the socialist 
banking system into a new organizational form. 
 
Reconstruction of the banking system in Bosnia and Herzegovina started after the 
Dayton Agreement, after which Bosnia is divided in two entities, Federation of 
Bosnia and Herzegovina (FBiH) and Republic of Srpska (RS). The entities got the 
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authority over the privatization and supervision of the banks. The reforms started in 
1997 in FBiH, and in RS in 1998. The reforms were faster in Federation B&H. The 
most important step toward the reforms was the establishment of the entities 
banking agencies, in the end of 1996 Federal Banking Agency, and Agency for 
Banking RS in 1998. Their main activities of agencies are to issue and to revoke 
license to banks and their supervision.In accordance with the concluded agreements, 
Central Bank of Bosnia and Herzegovina(CBBH) continued to act as the banking 
and fiscal agent of the Banking Agency of the Federation of Bosnia and Herzegovina 
(FBA) and the Banking Agency of the Republic of Srpska (BARS). Banking Agency 
functions are directed towards a strong and stable banking system, as market-
oriented and based on the international standards of performance and supervision of 
banks. The main tasks of FBA include: issuance of banking license, adoption of 
regulations, supervision of banks, microcredit organizations and leasing companies 
and measures taken in accordance with the Law, including initiation of provisional 
administration and liquidation in banks, initiation of bankruptcy procedure over 
banks. 
 
The privatization of the banks was the most important element in the rehabilitation 
of the banking sector. Privatization was caused by the entrance of the foreign banks 
and increase in the capital shares.  It was made to bring new capital and to help bank 
reconstruction. Western banks have the largest share. The foreign banks entered this 
market because of the new opportunities for business and good market conditions to 
offer their products. The foreign banks brought new way of business and new 
banking products on this market.  
 
Reforms in Slovenia stated in 1991 by establishing the Bank Rehabilitation Agency 
(BRA) to help the implementation of reforms. The largest Slovenian banks past 
through the rehabilitation process and they showed the positive results such as a 
decrease in non-performing loans, increase in profits, and institutional and 
organizational improvements.  Also the privatization of the state –owned banks was 
key factor in reforms. Banks are governed by Bank of Slovenia. 
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Reforms in Serbia started mostly in 2002 when Serbia decided to liquidate the four 
the largest banks because of highly unrecoverable losses, large decrease in the 
deposits, and people’s loss of the confidence in the banks.  National Bank of Serbia is 
responsible for banks in Serbia. 
 
The banking reform in Croatia had three stages: financial reconstruction, writing off 
debts and transfer of bad loans to workout agency, changes in management and 
operational restructuring and the privatization by foreign owners. (Bonin, 2001) 
Also Croatian reforms included big bonds issued in response to problems with bank 
insolvency and bonds for old currency savings accounts. Reforms also include 
privatization of banks. National Bank of Croatia governs the banks in Croatia. 
 
In 1996, in Bosnia and Herzegovina there was 53 banks mainly private owned, 23 
banks were state-owned.  The decrease of the number of the banks was due to 
bankruptcy, consolidation and the merging the banks.  In 2005 there were 33 banks.  
Most banks become in the foreign ownership. In 1998 the number of banks in 
Croatia was 96 mostly in private ownership.  The decrease in the number of the 
banks was mainly caused by the bankruptcy and the mergers. In 2005 there were 34 
banks. 
 
In 1997 the number of the Serbian banks was 106 and it decreased to 40 banks in 
2005 due to privatization and merging.  
 
In 1995, 41 banks were licensed for operation in Slovenia. 
 
The main changes in banking system that reforms brought are: 
- The privatization of state owned banks and the closure of insolvent 
institutions 
- The writing- off of non-performing loans 
- The entry of foreign banks either by establishing an autonomous presence or 
by taking over local  banks 
- The adoption of regulations according to international standards and 
practices 
- The implementation of tighter and more effective supervision exercised by 
the central banks and currency boards.  (Stubos, G. and Tsikripis, 2004, 
2005) 
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Methodology 
 
This research paper will use the cross-country comparison methodology and examine 
the following aspects: 
- Size and structure of the banking sector, measured by the number of the 
banks 
- Loans and Deposits as the percentage of Gross Domestic Product 
- Profitability of the banking sector, measured by return on assets (ROA), 
return on equity (ROE), total assets as percentage of GDP and capital 
adequacy ratio (CAR) 
 
Data has been analyzed and interpreted using the financial indicators, financial 
ratios, references and personal judgment. In order to find the trend of behavior of 
the ratios, the average value of ratios in period from 2005 to 2007, before crisis and 
for period during and after crisis, from 2008 to 2010 were calculated and compared. 
Data are obtained from the sites of Central Banks of selected countries and from 
their financial reports, annual reports for period 2005 to 2010, EBRD, IMF and 
WB. I also used some graph to analyze my findings. This is descriptive research 
because it describes information which is taken from annual reports and other 
reports. Also research is quantitative because there is analyze of numerical data. 
 
Analysis and Discussion  
 
This section represents the discussion about analysis of the banking sector. It 
analyzes the size of the sector, financial performance through number of banks, 
assets, loans and deposits, and profitability ratios such as Return on Assets (ROA), 
Return on Equity (ROE), Non-performing Loans (NPL) and Capital Adequacy 
Ratio (CAR) of the banking system of the selected countries. 
 
Whole economic situation in the country has impact on the banking sector. The 
period of crisis is marked by the worse condition in the economy. As the Table 1 
presents each country experienced the decrease in these indicators in period of crisis. 
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Table 1. Key Economic Figure 
    B&H     Croatia   
  2005 2008 2010 2005 2008 2010 
Real GDP (%) 3.9 5.7 0.7 4.2 2.2 - 1.2 
Consumer prices (avg, %) 3.8 7.4 2.1 3.3 6.1 1.1 
Unemployment rate (avg, %) 44.0 41.5 43.2 18.0 13.2 17.4 
Budget balance (% of GDP) 2.4 -2.2 -2.2 -4.0 -1.4 -4.9 
Current account balance ( % of GDP) -17.3 -14.2 -5.3 -5.5 -8.8 -1.1 
Gross Foreign Debt (% of GDP) 25.7 49 58.3 72.1 84.9 101.2 
   Serbia     Slovenia   
Real GDP (%) 2005 2008 2010 2005 2008 2010 
Consumer prices (avg, %) 5.6 3.8 1.0 4.1 3.7 1.2 
Unemployment rate (avg, %) 16.5 11.7 6.5 2.5 5.7 1.8 
Budget balance (% of GDP) 20.8 13.6 20.0 10.1 6.7 10.7 
Current account balance ( % of GDP) 0.3 -2.6 -4.8 -1.4 -1.8 -5.5 
Gross Foreign Debt (% of GDP) -8.7 -21.6 -7.4 -1.8 -6.7 -1.1 
 64.2 64.6 84.5 72.6 105.2 111.9 
Source: National Sources (period 2005 to 2010), Raiffeisen RESEARCH 
 
The real GDP growth of selected countries is declining and even reached negative 
sign. In each county in 2009 the growth was negative, and in 2010 only Croatia still 
has negative growth rate of GDP, while others show slightly positive change. The 
reason of the decrease in GDP is increase in unemployment, decrease in wages, 
decrease in production and consumption, as well as the trade deficit.  
 
The average consumer price indicator was high in period crisis, but in last year it is 
decreasing, but still there is so high influence of crisis on the well being of the 
citizens. Because of the crisis the prices of imports increases, especially because these 
countries are mostly import oriented. Serbia records the highest inflation rate of 
6.5%. 
 
As everywhere, also in these selected countries the crisis brought unemployment. 
The highest average unemployment rate has Bosnia and Herzegovina (43.2%) 
compared with other countries from sample.  It is caused because most companies 
are closed, decrease in the number of working places, worsening working conditions. 
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Each county recorded the negative budget balance. The reason for this might be the 
bad collection of the government income and high debt and expenditure. The worst 
budget balance in 2010 has Slovenia (-5.5%) compared with Bosnia and 
Herzegovina that still has deficit, but it is lower than in other countries (-2.2%).  
 
The external debt of each country increased over the period, especially in Bosnia and 
Herzegovina because of the Stand-by-arrangement with IMF, and Slovenia as the 
EU country and suffers from European crisis. 
 
Number of Banks 
 
Number of the banks in the selected countries changed over the time.  The number 
of banks in each country, in 2010 compared to 2005 decline mostly because many 
banks merge with each other or by some regulations some banks are closed. Most of 
the banks are in the foreign ownership. It is the result of the increasing competition 
and it increase strength and safety and soundness of banking institutions. Foreign 
banks have better position because of their access to the financial markets and they 
are able to obtain borrowings with the financial support of their parents` banks. The 
privatization of state owned banks was a critical element in the process of banking 
reforms. Foreign banks entrance was done either by acquisition of local banks or 
establishment of their own subsidiaries or branches. Banks are most in the ownership 
of Austria and other West countries. In 2010 the highest foreign share in Bosnian 
banks had Austria and it represents the dominant owner with a share of 64.4%, and 
it increased compared to 2005 (45%).  Some studies say that foreign banks in 
developing countries generate more profits, have higher interest rates than  domestic 
banks, the presence of these banks increase competition in the market and it can also 
increase the costs of the domestic banks. Also in the countries with higher level of 
foreign bank participation, firms easier access to the credits. Study shows that foreign 
banks are more efficient than domestic banks. Foreign banks brought more 
confidence and safety in the banking sector, so that assets and deposits increased.  
Entrance of the foreign owned bank helped the process of the reformation in these 
countries. (Ilgun and Coskun, 2009) 
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In 2005 the market share of foreign owned banks ( % of total assets) in Slovenia was 
38.6%, Serbia 69%, Croatia 91.3% and in Bosnia and Herzegovina 90.7% 
compared to 2010 with market share in Slovenia 37.1%, Serbia 72.5% , Croatia 
90.3% and Bosnia and Herzegovina with 96.6%. It can be concluded that the 
highest participation of foreign owned banks is in Bosnia and Herzegovina. 
Participation of the foreign banks in Bosnia and Herzegovina and Serbia increased 
compared to 2005, while in Croatia and Serbia there was slight decrease.   
 
Table 2.  Number of Banks 
Year B&H Serbia Croatia Slovenia 
2000 55 96 43 25 
2005 33 40 34 20 
2006 32 37 33 20 
2007 32 35 33 21 
2008 30 34 34 19 
2009 30 34 34 19 
2010 29 33 33 19 
Source:CBBH,CNB,NBS,BSI(2005 -2010) 
 
Deposits 
 
Deposits represent the important part of the banking. By the size of the deposits in 
banking system the power of the system can be measured and it serves as good 
indicator of the health of system. The deposits represent the key factor in starting the 
business and health of banking system.  
 
Table 3. Total Deposits in % of GDP 
Year Bosnia and 
Herzegovina 
Serbia Croatia Slovenia 
2005 40.1 23.6 64.2 82.3 
2006 45.7 28.5 70.1 96.6 
2007 55.6 35.8 72.4 104.7 
2008 48.1 30.0 70.9 101.2 
2009 50.3 39.5 75.7 66.5 
2010 51.6 41.9 80.5 64.3 
Source: CBBH, NBS, CNB, BSI,(2005 to 2010)Raiffeisen RESERCH, Author 
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According to the Table 3 it is seen that deposits as the percentage of GDP has 
positive growth rate, except in year 2008. In each country in 2008 there was decrease 
in the deposits, especially because of the global financial crisis that has effects on the 
finance in those countries. In the last years, deposits again grow in these countries, 
slightly because of some measures taken by governments to make financial situation 
better, but in Slovenia it did not recover and it has negative growth rate since 2008. 
During beginning years of the financial crisis most of the citizens withdraw their 
deposits from banks and it explains the decline in the deposits level in those 
countries. The European crisis has large impact on the deposits.  
 
In Bosnia and Herzegovina the deposits grew in period from 2005 to 2007, and 
average share of deposits in GDP in period from 2005 to 2007 was 47.1%, in period 
during and after crisis the participation of deposits in GDP on average was 50%. It 
shows that average deposit share in last three years is larger than in previous by 2.9%. 
During the financial crisis in 2008 deposits fall from 55.6% to 48.1% or by 
7.5%.The deposits are growing after the crisis, but not at the same rate as before and 
it has not reached the level of 2007. The deposit share in GDP in 2007 is higher 
than in 2005 by 15.5%, while in 2010 it is lower than in 2007 by 4%. The highest 
deposit share was in 2007 due to privatization and increase in government deposits. 
  
Share of Deposits in GDP of Serbia increased in period before the crisis and average 
share was 29.3% before the crisis, and after crisis it is 37.1% and there is increase in 
the average share by 7.8%.  Deposits in 2007 compared to 2005 increased from 
23.6% to 35.8% or by 12.2%, while in 2010 compared to 2008 the deposits 
increased by 11.9%. The deposit share in year 2008,declines merely because of the 
withdrawal of savings. Deposits in 2010 have the highest value and it is higher than 
in 2007 by 6.1%. Increase of deposits in last two year was caused by increase in 
savings, or by restoration of savings and returns of confidence in banks. 
 
In Croatia the average deposit participation in GDP in period before crisis was 
68.9% and deposits were growing until 2007 then in 2008 it decreased due to 
financial crisis. Compared to 2005, the share of deposit in GDP in 2007 increased 
by 8.2%, from 64.2% to 72.4%. In 2008 deposits decreased to 70.9% and again it 
started to grow in the next years. The average share of deposits in GDP of Croatia 
after crisis was 75.7% and compared to period before crisis it increased by 7.8%. 
The share of deposit in 2010 compared to 2008 increase by 9.6% and it has higher 
value than in 2007. 
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Slovenia is the EU country that according to the data shows large decrease in 
participation of deposits in GDP. In period before crisis it has positive growth rate 
and in 2007 it accounted for 104.7% of GDP and it was higher by 22.4% then in 
2005. In period of crisis it started to decrease and in 2008 it had value of 101.2% of 
GDP while in 2010 it decreased by 40.4% of GDP. Average value of share of 
deposit before crisis in period from 2005 to 2007 was 94.5%, and in period after 
crisis average participation of deposits in GDP decreased to 77.3%. One of the 
reasons for this lies in the fact that is that Slovenia as the EU country was most hurt 
by global crisis 
 
As it is shown in Table 3 deposits of all countries grew, except in 2008 when it 
decreased due to first impact of financial crisis. Deposits of other three countries 
continue to grow after the crisis, but only Slovenia recorded negative deposit growth. 
The average deposits in Serbia and Croatia in period after crisis grow by 7.8% 
compared to pre crisis period, and in Bosnia and Herzegovina by 2.9%, while in 
Slovenia it fall by 17.2%. Due to return of confidence in banks and increase in 
savings also the deposits of banks increased in last year. 
 
Table 4. Deposits from Households in % of GDP 
Year Bosnia and 
Herzegovina 
Serbia Croatia Slovenia 
2005 18.6 12.3 36.8 35.9 
2006 21.3 14.6 38.5 35.7 
2007 23.7 18.4 38.3 34.1 
2008 21.1 15.4 39.4 34.5 
2009 23.6 22.7 42.1 38.1 
2010 26.8 26.5 45.6 38.1 
Source: CBBH, NBS, CNB, BSI,(2005 to 2010)Raiffeisen RESERCH, Author 
 
Deposits from households represent the key factor in the banking service. It provides 
funds for loans that are the main source of financing many needs, private and 
business needs. The global crisis influenced the households` deposits in the banks. In 
period of crisis because of the large risk, citizens mostly did withdrawal from their 
accounts or they tried to do diversification of the risk, so they left some portion of 
their deposits on the accounts and part withdraw. The year 2008 is the year in which 
the citizens mostly lost the confidence in their banks and remove their deposits. 
Table 4 represents the share of the deposits of households in GDP. Bosnia and 
Herzegovina and Serbia recorded small decrease in households` deposits, 2.6% and 
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3.0% respectively. The average deposit share in period before crisis in Bosnia and 
Herzegovina was 21.2% and in period after crisis it increased to 23.8%. Serbia has 
the highest change in deposits before and after crisis, there is increase by 6.4%, from 
15.1% in period from 2005-2007 to 21.5% in period after, from 2007 to 2010.  
Also Croatia recorded the high change in average deposits; it increased from 37.9% 
to 42.4%. Slovenia has the smallest increase in the average participation of the 
deposits from households in the GDP, it just increased by 1.7%. In 2009 the 
deposits increased due to reconstruction of confidence in banks, new policy of the 
banks to attract again back the depositors, so the deposits raised in year 2009 
compared to 2008  as following: in Bosnia and Herzegovina by 2.5%, Serbia 7.3%, 
Croatia 2.7% and in Slovenia 3.6%. 
 
Increase in deposits from households was creates opportunities for the increase in the 
supplied loans and brings stimulants in the lending activity. 
 
Loans 
 
Clients for the needs of financial activities use the banking services as dominant 
source of finance. 
 
Table 5. Total Loans in % of GDP 
Year Bosnia and 
Herzegovina 
Serbia Croatia Slovenia 
2005 44.0 29.3 59.7 53.3 
2006 48.3 29.3 67.6 64.7 
2007 54.9 35.1 68.3 81.1 
2008 58.9 36.7 72.0 89.4 
2009 58.7 45.5 76.5 95.4 
2010 60.1 53.4 82.9 93.9 
Source: CBBH, NBS, CNB, BSI, (2005 to 2010) Raiffeisen RESERCH, Author 
 
Table 5 above shows that loans in Croatia, Slovenia and Serbia have positive growth 
over the time.  Only in B&H during 2009 the loans slightly decline especially 
because most people lost the job, and they were afraid of financial crisis so they took 
fewer loans. Later in 2010 the loans start to increase and achieved level at 2008. Also 
banks started to implement more restrictive politics and it slowdown loans 
growth.The most significant factor that influence the limitation of the credit growth 
is the crisis that had impact on the entire economy and worse the condition in the 
real sector, then decrease in citizen`s spending, and more restrictive and prudent 
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lending policies of banks. The lending activity decreased in the course of 2008, as a 
continuation of the trend began in late 2008.  Due to the global economic crisis, 
consumption was reduced, as well as the volume of activities of domestic firms, 
which led to decline on demand for new loans. At the same time, credit conditions 
worsened and interest rate rose.Irregularity of debt servicing by clients increased and 
the banks put more attention to the credit risk exposure. 
 
In Bosnia and Herzegovina the share of loans in GDP increased over the time. Total 
loans participation in GDP was lower only in 2009 by 0.2 percent point compared 
to 2008. Participation of loans in 2007 compared to 2005 was higher by 10.9%, 
while in 2010 compared to 2007 by 5.2%, and it is twice less. The highest increase 
was in 2007 or by 6.3% compared to 2006. Average participation of loans in period 
after crisis was 49.1% and after it, the share was 59.2 or there was 10.1% increase. 
Loans in pre crisis period has larger growth rate, then in period after. In order to 
make position of clients better, bank did reprograms of existing loans. The reason for 
this is more restrictive banks condition to obtain credit and increase in interest rates. 
Participation of loans in GDP of Serbia increases over time and in 2007 it had value 
of 35.1% and in 2010 it increased to 53.4% so there was increase by 18.3%. Average 
participation of loans in period before crisis was 31.2% and it increase by 14% in 
period after crisis. The reason for increase in total loans is better conditions to obtain 
credit and responds from banks, increase in the prices of real estates and increase in 
collaterals. The highest increase was in 2009 or by 8.8% compared to 2008. Lending 
of the banking sector slowed in response to increased investment risk in crisis 
conditions.  
 
Loans in Croatia grow over time and the highest increase was in 2010 by 6.4% 
compared to 2009. The average participation of loans before crisis was 65.2% and it 
in period after it increased to 77.1% or by 11.9%. Increase in loans participation in 
2007 compared to 2005 was 8.6% while in 2010 compared to 2008 it increased 
from 72% to 82.9% or by 10.9%.  
 
Slovenia also experienced the growth in loans participation in GDP until 2010 when 
it decreased by 1.5% compared to 2009. Average participation of loans in pre crisis 
period was 66.4% and it increased to 92.9% in period after or by 26.5%. Total loans 
participation of loans in GDP in 2007 was 81.1% and it is higher by 27.8% than in 
2005, while in 2010 compared to 2007 it increased by 12.8%, more than two times 
less than in first three years. The low growth in loans was result of low 
creditworthiness, rising cost of loan collateral. 
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Among these four countries Slovenia experienced the largest growth of average 
participation of loans in GDP on the annually basis. The share of loans in GDP in 
period after crisis increases by 26.5%, in Serbia 14%, in Bosnia and Herzegovina it is 
10.1%, and in Croatia 6.9%. All countries, except Slovenia recorded the growth in 
the selected period. Slovenia reports decrease in 2010 by 1.5% compared to previous 
year. 
 
Table 6. Loans to Households in % of GDP 
Year Bosnia and 
Herzegovina 
Serbia Croatia Slovenia 
2005 20.2 7.8 29.5 14.0 
2006 22.7 10.3 33.2 16.3 
2007 26.1 13.3 35.4 16.5 
2008 27.1 12.8 36.5 17.7 
2009 26.3 16.6 36.5 20.1 
2010 26.0 18.9 37.8 21.6 
Source: CBBH, NBS, CNB, BSI, (2005 to 2010)Raiffeisen RESERCH, Author 
 
Today loans are the key factor of financing many activities, such as ordinary 
purchase or purchase of home, starting business or some other activities that need 
lots of funds. Due to high destruction in economy of ex-Yu countries, the citizens in 
order to obtain more in their life take many loans. Economic crisis influenced the 
demand for the loans. In the years when most people lost their jobs or salary 
decreased, their creditworthiness decrease and the banks impose more restrictive 
policy that leads to decrease in the growth of the loans. Serbia had decline in loans to 
households by 3.8% in 2008 compared to 2007. Bosnia and Herzegovina after 2008 
has negative growth rate of loans to households, while other countries has slight 
increase in loans. Banks implemented more restrictive policies in approving new 
loans, which was one of the biggest limiting factors for the placement of new loans, 
in addition to reduced consumption and slowing economic activity. Average 
participation of loans in the period after crisis is higher than in period before. The 
average participation of loans of households in GDP in Bosnia and Herzegovina 
increased by 3.5%, in Serbia 5.6%, in Croatia by 4.3% and in Serbia it increased by 
4.2%. Reason for increase is decrease in the reserve requirements ratio in Bosnia and 
Herzegovina. Growth rate in the loans to households is not high as it was before due 
to existence of risk on the financial markets, depreciation of currencyand other 
factors that influence the decline in the growth rate of loans. Even if there was 
increase in this ratio, it is not caused by the new loans but taking loans to refinance 
existing one. 
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Table 7. Loans to Private Enterprises in % of GDP 
Year Bosnia and 
Herzegovina 
Serbia Croatia Slovenia 
2005 18.9 20.9 23.5 39.4 
2006 18.9 18.6 27.3 48.4 
2007 24.2 21.5 24.6 64.6 
2008 27.3 24.0 25.6 71.7 
2009 27.8 27.9 27.0 75.3 
2010 28.6 32.2 29.9 72.3 
Source: CBBH, NBS, CNB, BSI,(2005 to 2010) Raiffeisen RESERCH, Author 
 
Loans to enterprises are very important factor for the entire economy of the country. 
It creates funds for establishing business, creating new job opportunities, support 
business and help the improvement in working condition. The global crisis also 
influence the credit to private enterprises, because some of the companies are closed 
due to severe conditions on the market, decrease in demands for their products, 
lower supply, while the input prices raised. Table 7 shows that the loans to 
enterprises had positive growth, but in some countries during the crisis period it was 
slow growth. The growth in credit provided to private enterprises was caused by the 
rise of the costs of performing business, increase in input prices and some other 
restrictive measures that crisis brought with itself.  Banking sector of selected 
countries reported the growth of the average participation of the loans to private 
enterprises in GDP of countries. This increase in period after crisis compared to 
period before was in Bosnia and Herzegovina by 6.8%, in Serbia by 7.7%, in Croatia 
it is increase by 2.4% and among these countries Slovenia has the highest increased 
by 22.3%. Slovenia as the European country needed to inject large capital to support 
its private sector due to severe consequences of crisis in the Europe. In 2009 the 
banks in Bosnia and Herzegovina makes reprogram of the loans possible to 
households and corporate in order to continue with their activity. It influenced the 
increase in the loan supply. Serbia implements the policy of the subsiding loans. 
Increase in the loans to enterprises was mostly due to the needs of financing the 
working capital and refinance of the existing loans. 
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Figure 1. Total Loans in % of GDP 
 
 
Source: CBBH, NBS, CNB, BSI, (2005 to 2010)Raiffeisen RESERCH, Author 
 
Main source of the financing the loans are the deposits. In most cases they are not 
enough to cover all loans so the banks find new sources to provide new loans. It is 
done either by borrowing from other sides, from their parents` banks or by some 
other policy that will increase loans` supply.  In these selected countries in some 
periods the deposits could not be enough to satisfy the demand for loans. In the 
period from 2005 to 2008, in Croatia and Slovenia the deposits were enough to 
cover loans, but in next period as well as in other countries banks deposits were 
lower than demand for loans, so the banks used other funds to provide additional 
loans, and to cover the difference.  In Bosnia and Herzegovina decrease in minimum 
reserve requirement ratio helps the supply of the loans so the banks had more 
available funds for loans. Bosnia and Herzegovina records the largest ratio of loans to 
deposits in 2008, and Serbia, Slovenia and Croatia in 2010.  Average loans to 
deposit ratio in period after crisis is higher than in period before crisis. The highest 
change is in Slovenia. It increased from 69.8% to 125.9% or by 56% and it is really 
large changed compared to other selected countries. In Bosnia and Herzegovina it 
increased by 13.9%, in Serbia by 13.5% and in Croatia by 7.3%. 
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In period after crisis to correct for the consequences of the crisis, banks brought 
some measures in order to stimulate banking activities, lending and accumulation of 
deposits, change reserve requirements, make some exception on calculation of ratios, 
policy about currency,they fund these changes partly from the internal sources as 
well as  lending from external sources etc. 
 
Assets 
 
Assets serve as a good measure of the size of the banking sector. They are key factor 
in determination of the banks value. 
 
Table 8. Total assets in % of GDP 
Year Bosnia and 
Herzegovina 
Serbia Croatia Slovenia 
2005 69.3 54.3 98.7 99.1 
2006 76.3 64.9 106.5 108.6 
2007 89.6 73.6 108.4 122.1 
2008 85.2 64.7 107.5 127.3 
2009 87.2 84.4 113.0 145.4 
2010 86.9 91.6 117.1 137.6 
Source: CBBH, NBS, CNB, BSI, (2005 to 2010)Raiffeisen RESERCH, Author 
 
Table 8 illustrated for the listed countries the total assets of the banking sector as 
percentage of GDP in the period of 2005 to 2010. It is seen that assets of Croatian 
Banks and Serbian has almost always the positive growth rate over the period, but in 
2008 these three countries experienced the decrease in the total assets. Later it 
increased. The reason for negative growth is financial crisis, high participation of 
non-performing assets and it leads to the decrease in the total assets of the banking 
sector.Slowing lending activities of the commercial banks resulted in a decline of 
assets on 2009. The banks` asset quality deteriorated considerably as a result of 
weakening creditworthiness of borrowers.  
 
Bosnia and Herzegovina in period from 2005 to 2007 recorded the growth in assets, 
then in 2008 it decreased and again in later years it starts to increase. In 2007 the 
assets share was the highest because of the inflow of capital from the privatization of 
Telecom RS. Decrease in NPL had positive impact on the growth of assets, because 
the share of nonperforming assets in total assets decreaseduntil 2007. The share of 
assets in 2007 compared to 2005 was higher by 20.3%. In 2008 the share of NPL 
increased and it negatively influenced the total assets and it decreased by 3.6 
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percentage points compared to 2007. Decrease in credit activity in leads to decrease 
in assets. The banking sector had a growth trend over the past years, but it was 
stopped due to economic crisis. The increase in balance sheet was partly due to bank 
recapitalization, the inflow of funds from Stand-By arrangement, and requalification 
of bad loans. 
 
Average asset participation in GDP in period after crisis was 86.4% and compared to 
period before it is higher by 8%. In 2010 assets again decreases because of high 
participation of non-performing loans and banks` loss.  
 
Serbia also experienced the increase in asset share in GDP. In period before crisis the 
average participation of assets in GDP was 64.3% and it period after it increased to 
80.2%. In 2008 the assets decreased by 8.9% and later it continues to grow. The 
highest increase in asset participation was in 2009 by 19.7% compared to 2008. In 
2010 the asset participation grew to 91.6% from 64.7% in 2008. Increase in assets 
was caused by the increase in loans in period 2009 and 2010.  
 
Increase in assets in Croatia was related to the increase in loans in period from 2005 
to 2007. Increase in assets` share in GDP in 2007 compared to 2005 was 9.7% and 
in 2010 compared to 2008 it increased from 107.5% to 117.1% Average 
participation of assets in GDP in pre crisis period was 104.55 and it increase to 
112.55 in period after. Slovenia shows increase in the participation of assets in GDP 
over the time but in 2010 it reports decline in share of assets by 7.8%. Participation 
of assets in first three years was 109.9% and in after crisis period it is 136.8% or it 
increased by 26.9%. Asset share in 2007 compared to 2005 increased by 23%. The 
highest increase in asset participation was in 2009 and it is higher by 18.1% 
compared to the previous year. The main reasons for decline in total assets were the 
banks` continuing debt repayments to banks in the rest of the world, the repayment 
of funding obtained in Eurosystem and the withdrawal of government deposits.  
 
All countries experienced the growth of asset participation in the period before crisis. 
Assets share of Serbia and Croatia continues to grow after fall in 2008, while in 
Slovenia it decline only in 2010. Bosnia records positive growth in 2009 after crisis, 
but in 2010 it had slightly decreased. 
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ROA, ROE and NPL in Bosnia and Herzegovina, Croatia, Serbia and Slovenia 
 
The profitability indicators Return on Assets (ROA) and Return on Equity (ROE) 
are very important in order to measure how the system performed over the time. 
Many other variables have high impact on these ratios, not only profits or loss, but 
also the structure of assets, participation of non-performing loans (NPL), value of 
deposits, depreciation of currency, income from interest etc.  
 
Figure 2 represents the profitability indicators of banking sector in Bosnia and 
Herzegovina. As it is seen, there is increase in the non-performing loans and decrease 
in the profitability indicators over the time.  
 
Figure 2. Bosnia and Herzegovina: ROA, ROE and NPL (% of Total Loans) 
 
Source: CBBH, IMF( 2005 to 2010), Author 
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time, in Bosnia it is almost always declining then in last year it shows negative sign -
5.50% because the system report the loss and it is 6.30% less compared to 2009 or 
14.4% less compared to 2007. The share of non-performing loans to total loans 
increased to 13.90% in 2010, which was 3.4 percentage points more compared to 
the end of 2009. The banking sector in Bosnia was influenced by the economic crisis  
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and recession, and one of the main characteristics of this sector in 2010 was a 
decrease in profitability of banks. In 2010 the banking sector recorded a negative 
financial results and banks reports the loss in business. The reduced value of ROE 
was caused by decrease in profits and losses of the business in the banking system.  
 
Return on Assets was -0.6% at the end of 2010 and there is decrease of 0.7 
percentage points relative to the end of the 2009. The assets quality has the greatest 
impact on the profitability of banks. Increase in profitability ratios is caused by 
increase in the profits. 
 
Until the end of 2007 the NPL decreases by 1.9 percentage points compared to 
2005 and this decrease in ratio of NPL to total loans can be explained by the increase 
in loans especially because most loans are long term and also it influence the assets 
quality can be visible more in the long run. 
 
Average increase in ROA in period after crisis was 0.83%, while in period after crisis 
it has negative sign and value of -0.03%. There is drop of average value ROA in 
period after crisis by 0.86% compared to period before. 
 
Same happened with average value of ROE. In pre crisis period it had value of 
7.83% and in period after crisis it declines by 7.96% to -0.13%.  
 
Increase in NPL had greatest impact on profitability of banks. During period 2005 
to 2007 NPL decreased, and average value was 2.93% and in period after crisis it is 
10.33% so it increased by 7.4%. In 2010 the participation of NPL in total loans was 
13.90% what is by 10.50% higher than in 2007 or four times more. 
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Figure 3. Croatia: ROA, ROE and NPL (% of Total Loans) 
 
Source: CNB, IMF, (2005 to 2010), Author 
 
The situation in Croatian Banking system is similar as in the other Balkan`s 
countries. The profitability of banking sector over the time decreased mostly because 
of the loss of the provision, high loans which payments are delayed, participation of 
non-performing loans, and decrease in deposits. Compared to 2005, ROE in 2010 
more than two times declines, while percentage of non- performing loans in total 
loans almost doubled in 2010 compared to 2005. ROA declines over the time 
because of the participation of non-performing assets and decrease in deposits. 
 
Decrease in ROE was connected with recapitalization of the banks in 2007 from 
12.4% to 10.90%. 
 
Average value of ROA in period from 2005 to 2007 was 1.6% and it decreased in 
last three years from 2008 to 2010 to 1.27% or by 0.33 percentage points.  ROA 
oscillates over the time, and in last two years it had value of 1.10% and it is less than 
2008 by 0.5% 
 
Value of ROE on average for the period 2005 to 2007 was 12.8% and it decreased 
to 7.6% in period after crisis, so there was drop by 5.2%. ROE decreased over the 
time, and it shows slightly increase in 2010 of 0.1 % compared to 2009. But there is 
decrease in ROE in 2010 to 6.5% from 15.10% in 2005. 
 
Average participation of NPL in total loans in pre crisis period was 5.4% and in 
period after crisis it increased by 2.8% to 8% on average. In period before crisis NPL 
participation was decreasing and in 2007 it decreased by 1.4% compared to 2005. In 
crisis period the NPL started to increase and in 2010 it had value of 11.2% or 6.3% 
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more than in 2008. This increase merely due to high loans level and delayed 
payments because of the problems in entire economy caused by the change in 
economic indicators. 
 
Figure 4. Serbia: ROA, ROE and NPL (% of Total Loans) 
 
Source: NBS, IMF, (2005 to 2010), Author 
 
The banking system of Serbia experienced the same situation as it is in other 
countries. Financial crisis has large impact on the financial performance. The 
profitability of banking sector increased until 2008 then again it reports negative 
growth. Until 2008 the percentage of non-performing loans decreased and it leaded 
to the increase in the profitability ratios, ROA and ROE. It increased the quality of 
assets and equity, as well as the profits in the sector, then again in the last years of 
financial crisis the system slowdown and reports lower ratios and decrease in 
financial performance because of the increase in the non-performing loans. The 
highest impact on increase in ROA and ROE was due to large collection of income 
from interest. 
 
ROA before the crisis on average had value of 1.33% and in period after crisis it 
increased to 1.4%. The highest ROA was recorded in 2008 and had value of 2.1% 
what is by 0.4% higher than ROA in 2007 and by 1.1% then in 2009. 
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Return on Equity worsted from 9.30% in the 2008 to 4.6% in 2009. Average ROE 
in period 2005 to 2007 had value of 7.03% and in period after crisis it decreased to 
6.4%. The highest value of ROA was in 2008 until when the ROE increased and 
had value of 9.30% that is 3.7% higher than in 2005, and in 2010 it decreased to 
5.40 or by 3.9%. As the other countries suffer from losses in period crisis, also Serbia 
banking sector recorded losses and it influence its profitability indicators. 
 
NPL decreased until the 2008 and it had value of 11.3% compared to 23.8% in 
2005. Under the impact of the crisis, the share of bad loans rose significantly. It start 
to grow again and in 2010 it reached value of 17.8% what is by 6.5% higher than in 
2008. 
 
As it happened to the other three countries from this study, also it happens in 
Slovenia negative effects of the global financial crisis. From Figure 5 it can be seen 
that until 2008 the system reports positive changes, while under the effect of crisis it 
slowdown, and profitability decreased as the participation of bad loans increases. In 
last year the system reports loss and it leads to the negative profitability ratios in the 
banking system of Slovenia. In 2010 compared to 2005 the ROA decreased more 
than 5 times. ROE in 2008 had sharp decline compared to the previous year. It 
decreased twice. 
 
Figure 5. Slovenia: ROA, ROE and NPL (% of Total Loans) 
 
Source: BSI, IMF, (2005 to 2010), Author 
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Slovenia also as the result of the global financial crisis experienced the decline in 
profitability ratios. Domestic demand and investment remain weak, unemployment 
remains high. 
 
Average value of ROA before the crisis was 1.23% and in period after it decreased to 
0.27% or by 0.96% until 2007 ROA grew and then it starts to decline and in 2010 
it had value of -0.2% so there was decline of 1.6% compared to 2007.  Increase in 
NPL had negative impact on ROA. 
 
Average value of ROE in pre crisis period was 14.7% and it decreased to 3.2% in 
period from 2008 to 2010 or by 11.5%. In pre crisis period ROE grew and it 
increased to 16.30% in 2007 what was 3.7% higher than in 2005. In 2008 the ROE 
decline more than twice from 16.3% to 8.10%, then again twice in 2009 from 
8.10% to 3.9% and in 2010 it reached negative value of -2.3% and there was 
decrease by 18.6% compared to 2007. 
 
The average participation of NPL in total loans did not have large average change 
before and after crisis, the value of ratio before crisis was 2.27% and after 2.57%.  In 
period until 2008 it decreased and again starts to decrease and in 2010 it had value 
of 3.6% twice than in 2008 and 2007. The reason for decrease in profitability was 
increase in loan loss provision, increase in loan delinquency, delay payments and 
downfall in interest and similar income. The profitability improvement is the result 
of reform and implementation of the adjustment of non-performing loans, 
introduction of modern banking techniques and increasing the rate of credit 
expansion.  
 
The percentage of NPL in the total loans in the mentioned countries increases over 
the time. The global financial crisis has large impact on this indicator. Most of the 
people lost the job, and the value of NPL increases over the time. 
 
During the financial crisis there was downfall of asset quality and increase of non-
payable claims, produced by difficulties in loan repayments. In 2010 banks did 
reclassification of the loans, and significant amount was moved from B-category 
(Bank`s classification of loans due to time of default) to nonperforming, that results 
in the increase of the loan losses and had negative impact on financial performance. 
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Due to poor performing receivables trend in delay in collecting the past due loan 
receivables from customers, there were activated some guarantees in a number of 
delinquent loans that had this type of insurance, so the burden of the loan 
repayment fall on the guarantors. 
 
Capital Adequacy Ratio 
 
Capital adequacy ratio is significant indicator of financial soundness. It represents 
net capital over total weighted risks.  
 
Figure 6 shows Capital Adequacy ratio. As it is visible the ratio, all countries 
fluctuate over the time. In Bosnia it has diminished as well as in Serbia. Decrease in 
the capital adequacy ratio is caused by high participation of the risky asserts. It is 
always higher than minimum prescribed by law (Bosnia and Herzegovina and Serbia 
12%, Croatia 10% and Slovenia 8%) and it represents satisfactory capitalization of 
the entire system and very strong basis and foundation to preserve its safety and 
stability. The restructure of state owned banks and the injection of capital by 
governments improved capitalization significantly.  
 
Capital adequacy ratio increased over period in Bosnia and it shows positive effects. 
The increase in the capital adequacy ratio during the observed period was due to 
growth in banks’ own funds, the change in methodology of exposure calculation.  
 
In Serbia the CAR reached 21.4% in 2009 and it was lower by 0.5% percentage 
points relative to 2008 due to faster growth in risky assets. Decrease in CAR was due 
mainly to the increase in risk-weighted assets and increase of credit risk of them. 
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Figure 6. Capital Adequacy Ratio 
 
Source: CBBH, CNB, NBS, IMF(2005 to 2010) 
 
Average value of CAR in Bosnia and Herzegovina before the crisis period was 
17.53% and in period after it decreased to 16.20%. The highest CAR was in 2007 
because of high capital inflow from privatization and in 2010 it decreased by 8% 
compared to 2007. 
 
Serbia CAR also decreased over time; in period from 2005 to 2007 it had value of 
28.87% and it lower to 21.07% in period 2008 to 2010.  
 
Croatia shows increase in average value of CAR. In period from 2008 to 2010 the 
average value of CAR was 16.8% and it is by 1.8% higher than in period 2005 to 
2007. Slovenia also records increase in average value of CAR in period after crisis 
and it had value of 11.53% what is by 0.6% higher than in period before crisis. 
These countries record the decrease in CAR because most of the capital was 
withdrawn and the quality of assets is deteriorating, so the participation of risky 
assets decreases the ratio. But each country keeps ratio above the minimum 
prescribed. 
 
 
  
17,80 17,70 17,10 16,30 16,10 16,20
14,70 14,00 16,40 15,20
16,40 18,80
25,00 24,70
27,90
21,90 21,40
19,90
10,50 11,10 11,20 11,70 11,60 11,30
0,00
4,00
8,00
12,00
16,00
20,00
24,00
28,00
32,00
2005 2006 2007 2008 2009 2010
Bosnia
Croatia
Serbia
Slovenia
Evaluation of Financial Performance of Banking Sector: Evidence from Bosnia and 
Herzegovina, Croatia, Serbia and Slovenia 
 
 91 
 
Conclusion 
 
This study provides analysis of banking sector performance measured by several 
indicators in the four countries that were part of ex-Yugoslavia, Bosnia and 
Herzegovina, Croatia, Slovenia and Serbia. Indicators show that banking sector is 
influenced by the global financial crisis. Bosnia and Herzegovina records the lowest 
indicators. Bosnian financial sector is influenced by many problems inside the 
country, not established government, large money outflow, huge loans by IMF, with 
entire situation in country. Croatia is better compared to the other countries. It has 
to make good steps in each sector because of its aim to become EU member. In 
Serbia situation is similar to the Bosnia. The financial sector is influenced by 
political situation. Banking sector in Slovenia is also influenced by the global crisis, 
but also effects of the European crisis are significant. 
 
The performance of the banking sector in last year was under the strong impact of 
the global economic crisis and recession. This crisis produces many bad 
consequences and the adverse effects in banking sector of those countries, such as 
stagnation of sector, decline in profitability, increase of the non-performing assets 
and loans, past due receivables, loan loss provision and deterioration of other key 
indicators of banks` performance what comes as the conclusion from the data and 
analysis presented above 
 
In 2010 banking sector recorded the first signs of slight recovery but still there is no 
satisfactory condition to grow faster, so the recovery will be slow and lengthy. 
 
In order to compete for customers and greater market share banks enter into 
acquisition and integration process through mergers. 
 
Each country records decrease in profitability ratios, merely due to decrease in 
profits, loss of provision, and increase in non-performing loans, slowing credit 
activity and worsening market conditions. 
 
In order to make financial situation countries took support from other sources, but 
in most cases it just increased debt level and makes conditions worse. In order to 
improve the situation in banking system better, banks should increase interest on 
deposits, decrease interest on loans especially for the less risky clients, to provide 
better banking products that help everyone in market, such as more credit cards with 
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deferred payments on the markets; it helps everyone in way that everyone is better 
off, client pays without interest, it is on time payment, and bank tied client to the 
bank with issuing this product. More credits to small business should be provide, at 
the lower interest rate and economy should encourage investments domestic 
producers should be encouraged by more favorable conditions of borrowing also it 
will solve many economic problems, decline in unemployment rate by creating job 
opportunities, less domestic products, so it will decrease trade deficit, provide more  
income for domestic governments and decrease budget deficit, and country would be 
in better position to return the debt to IMF. 
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ABSTRACT: Business cycles are one of the best sources to understand current 
situation of a country’s economy. Michal Kalecki denotes investment as the best 
explanatory for the dimension and reason of cycles; on the other hand Schumpeter 
considers that innovation should be placed in a different position in this regard. In 
addition, both Kalecki and Schumpeter verify that investment and innovation are 
related with each other because innovation is also an important subject for 
investment. It is expected that investment and innovation have the effect in the 
same direction on output. In this study, business cycles have analyzed for 1971-
2009 period by using the yearly data in Turkey and Greece and it has been dealt 
effects of investment and innovation on cyclical fluctuation. In this paper which 
growth rates have been discussed, ordinary least square estimation method has 
been used. In this respect firstly, it has been examined that the effect of innovation 
on investment and income. After that examined that effect of investment on 
output and finally innovation and investment have been evaluated by considering 
the effects on the output.  It has been found that the obtained results support the 
views of Kalecki for both of the countries. 
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Introduction 
 
Business cycles are the one of the important topic which macroeconomics has 
focused on. In this context, it has been seen that emphasis on balance results. Some 
of the neo-classical economists' perspective on this issue is how output and price act 
together throughout the cycle (Sawyer, 1985). In spite of these dominant views, it is 
seen that Post-Keynesians consider differently for the business cycles. In contrast to 
the main economic streams which see the all macroeconomic cycles as a function of 
external powers, Post-Keynesians think that business cycle is derived from internal 
powers (Snowdon and Vane, 2005; Harvey, 2011).   
 
It is seen that Kalecki who is one of the precursors of Post-Keynesian economics 
shares this view and creates a difference along with his views on business cycles. 
Kalecki refers specifically a central role for investment because of the effect on 
demand and output. According to him, the main reason of these cycles is resulted 
from the differences in investment. The determiner role of investment upon output 
presents his opposite views about Orthodox economic streams. Besides, it is seen that 
innovation has a significant place in the subject of investment. Whereas innovation 
has a positive effect on investment, herein the output has an effect in the same 
direction as well. Whilst Joseph Schumpeter deals with the effect of innovation upon 
output as a different topic all by itself, Kalecki shows investment as the main source 
of the shifts of output. However, there are some ideas which supports both 
investment and innovation have an effect on output together as dependent on 
conditions in current period (Courvisanos and Verspagen, 2004).  
 
In this study, it is addressed that the issue of cyclical fluctuations. In this regard, it 
has been examined relationships of investment and innovation with output for 
Turkey and Greece.  Firstly, it will be given some information about primarily role 
attributed to investment as to Kalecki. Then, the connection of this topic with 
innovation will be placed. Afterwards, taking the topic as investment and innovation 
together, their relationship with business cycles will be handled. Lastly, after 
examining the effect of innovation for Turkey and Greece separately for both 
investment and output, the effect of innovation and investment upon output will be 
dealt as being combined. 
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The contribution of our study to the literature is composing an application upon 
Turkey and Greece by analyzing a concept within Kalecki perspective together with 
a Schumpeterian innovation idea. 
 
Theoretical Explanations  
 
It is seen that Kalecki, who is one of the leaders of Post-Keynasian economics, shows 
a difference with his views on business cycles. According to him, the growth models 
of today tend to be solving this problem being away from controlling stability. In 
addition, these models do not adopt the approach which is applied in the business 
cycles theory. Business cycles theory is composed with the foundation of two 
relationships. The first one depends on the effective demand effect which is created 
by investment. Here, investment is investigated within its role upon profit and 
national income. This relation does not include complicated problems. The other 
relationship is related with the way of determination of investment decisions to show 
the exchange ratio and level of economic activity. According to Kalecki, it is the 
most central topic of economics (Kalecki, 1968). In the approach presented by 
Kalecki to explain the business cycles, it is stated that cycles in investment 
expenditures is the basic factor, which created the macroeconomic change. The 
changes in investment have to be dealt in the respect of a growing economy. Because 
of the additional investment made upon the capital stock, an improvement occurs in 
economy and a growth expectation creates a net investment demand (Sawyer, 1985).  
 
The analysis of Kalecki takes the total levels into consideration and gets the 
conditions together which are not applicable only in firm level but also in total 
levels. The marginal efficiency of capital subjects to general demand level which 
depends on investment expenditures. If the firm plans more investment in the future 
period, demand and hence profit will be higher, due to the increased investment. 
Then the marginal efficiency of capital will be increased and the firms will therefore 
begin to plan to increase the investment again. This cumulative perspective towards 
the investment has been overlooked by not only Keynesians but also Neo-Classicals 
(Sawyer, 1985).  
 
Kalecki, who developed many models about investment, gave the final shape to the 
investment model in 1968. Kalecki has improved a model in which consistently 
movement exists via a short-term and semi balanced sequence. Moreover, this 
movement will not return to any point of ultimate equilibrium and be cyclical 
because the business cycles continuously occur. According to this, it is supposed that 
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the demand extending is a needed condition for growth in a long term and a 
sufficient one in the model of Kalecki. Indeed, the long term effective demand 
theory of Kalecki is the long term investment decisions theory. According to him, 
investment under capitalism is the main determiner of aggregate demand (Lopez and 
Assous, 2010). 
 
The proceeding of business cycles mechanism presented by Kalecki could be seen in 
Figure 1 (Kalecki, 1990). 
 
Figure 1. The Mechanism of the Business Cycle 
 
 
Source: Kalecki, 1990 
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θ   :  The time-lag between investment orders and obtaining of new equipment  
D  :  The curve of obtaining of new equipment 
I   :  The curve of investment orders 
A :  The curve of the production of investment goods  
K :  Volume of capital equipment 
t   :  Time 
In the Figure 1., investment orders (I) shows deviations from the average to produce 
of investment goods which is equal to gross capital accumulation (A) and obtain of 
new equipment (D); that is, I-I0, A-A0, D-D0. The all averages (I0, A0, D0) are equal 
and also equal to the need of renewal. While the D curve is positive, K will increase 
throughout this cycle (D ↑ K ↑ ; D↓ K ↓ ).  
 
In the current mechanism, it is accepted that the production of investment goods is 
equal to the gross capital accumulation. This is possible when the investors stay in a 
constant ratio. The obtaining of new fixed assets results in an enlargement in the 
volume of capital accumulation. This case can be illustrated in the shape as D-U. 
Herein U shows the need on renewal. This need stays fix in the course of business 
cycles. While the investment orders (I) is an increasing function of gross capital 
accumulation (A), the size of capital equipment is a decreasing function. When the 
D curve which shows the delivery curve is shifted within a course of time in an 
amount as θ to the place where the investment orders curve is I, the investment 
goods production curve-A catches the investment orders curve -I within a course of 
time as the half of θ (Kalecki, 1990). Kalecki states that there is a sharp line between 
investment decisions and realized investment expenditures. This difference is derived 
from the fact that there is a time difference between them. It takes time that goods 
are prepared for using. At the same time, firms can reschedule or cancel their 
investment orders in return of the change in the economic and political conditions.  
 
Therefore, why the most of investment goods are not achieved immediately is 
clarified in this sense (Laramie et al., 2004; Sawyer, 1985). 
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The process generally operates in following way (Kalecki, 1990): An increase in the 
order of investment goods results in another increase in the production of 
investment goods. This production increase is equal to the gross capital 
accumulation. As a result of this, a rise in investment activities occurs. Yet, after a 
course of time when investment orders exceed the need on renewal, the volume of 
capital equipment begins to increase. Initially, this case restricts the investment 
activity which is already increasing. On the other stage, it causes a decrease in the 
investment orders. It is actually impossible to stabilize the investment activity in a 
ratio that exceeds the need on renewal. Indeed, if the investment orders stay in a 
constant level, the production of investment goods, which is equal to gross capital 
accumulation, will stay unchanged. In addition to this, while the capital equipment 
is increasing, the investment will be greater than the need on renewal. However, 
under these sorts of situations, the investment orders will begin to decrease and move 
away from a fixed investment level. 
 
During the depression, the process will reverse. The investment orders are far away 
from the need on renewal. This case affects negatively the volume of capital 
equipment. As a result, a process in which an increase in the investment orders is 
taken back occurs. Stabilizing the investment in a lower ratio than the level, which 
establishes a sufficient renewal, is as impossible as stabilizing in a ratio, which exceeds 
the renewal need. 
 
In the recovery period, the investment orders are above the renewal need. Yet, the 
need on capital equipment has not begun to increase because the delivery of new 
equipment is still below the need on renewal. The production of investment goods 
(A) is equal to gross capital accumulation and increasing, but there is still a reduction 
in the size of equipment (K). When all of these occur, the investment orders increase 
rapidly. 
  
Roles of Investment and Innovation in Business Cycle from Kalecki´s Perspective with a 
Schumpeterian Approach: An Empirical Analysis for Turkey and  Greece 
 
 101 
 
Throughout the boom period, the obtainment of new equipment has already begun 
to exceed the need on renewal. As a result, the capital equipment (K) begins to 
increase. The increase on K restricts the rate of increase on investment orders at the 
beginning. This results in the diminishing of investment orders after all. In the 
second half of revival period, this is followed by a decrease in the production of 
investment goods. 
 
During recession, the investment orders take place below the need on renewal. 
However, the volume of capital equipment still continues to increase because the 
new equipment deliveries still above this level. In this whole process, the production 
of investment goods which is equal to gross capital accumulation continues to 
decrease. This decrease occurs together with an increase in K. In this case, a sharp 
decrease happens in the investment orders. 
 
Within the depression period, the new equipment deliveries are still below the need 
on renewal. As a result, the capital equipment decreases. This decrease in K reduces 
the velocity of decreasing of investment orders firstly. Hence it results in the increase 
of investment orders. It is followed by an increase in the production of investment 
goods in the second half of depression period. 
 
As can be seen, the investment orders, capital accumulation and capital equipment 
are the elements, which make up the business cycle. Here, changes of the above-
mentioned factors are taken into account correlated with each other. In addition to 
all these, the capital accumulation exists within the concept of innovation 
(Courvisanos, 2005). The concept which is handled within the context of 
innovation is the technology (Kalecki, 1962). Technology is the stimulator of the 
change and economic growth. The contribution of Post-Keynesians in this context is 
a technological innovation concept which is demand centred. This mentioned 
innovation helps the increase of volatility which is created by the economic growth 
and modern neo-liberalism. Actors for Post-Keynesians have a central role on 
determining the technological innovation. It is accepted that those actors are 
capitalist. These capitalists set a relationship between innovation and the 
determinacy of investment decisions. Indeed, the items belonging to shifts in 
effective demand and cycle are related with the cumulative process in all shapes of 
innovation at the firm/industry level on the broad base (Courvisanos, 2005). The 
classical proposal of an investment model which contains innovation is come up 
with Schumpeter. According to him, it is seen that wave action, namely the cycle, is 
embraced on an economic development base under capitalism. Real economic 
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development1 and growth depend basically on the increase of productivity which is 
based on innovation. For Schumpeter, this view covers many steps: presenting a new 
good or bringing a new quality to a good; switching on a new production method, 
opening a new market, obtaining the new supply sources and finally actualizing a 
new activity type, which will be realized in any industry. The person who will make 
these all is the entrepreneur. This discussed person is the same actors whom a central 
role by Post-Keynesians is given, and the economic growth will begin when an 
entrepreneur applies an innovation which presents to him an extra monopolistic 
income. One of the reasons of in terms of imperfect competition outlook of 
Schumpeter on this topic can be considered as if pure competition does not result in 
high profitability. In such case, new reasons for innovation is out of question as well. 
Another reason is that the pure competition cannot provide an inducement for 
capitalist, and the entrepreneur takes on the risk and uncertain projects because this 
type of competition cannot guarantee an award in the form of extra income. What is 
more certain is that switching on the new technologies and new activity types, the 
innovations create a surplus of income on the costs. Competition is prone to 
eliminate these excess returns, but the diffusion of monopolistic structures and the 
power of large enterprises on enlarging ability about innovation recreate constantly 
these incomes again (Schumpeter’s study as cited in Michaelides etc, 2010; Ferlito, 
2011). The analysis of Kalecki is composed under a different roof from a free 
competition hypothesis. According to this, imperfect competition and oligopolies 
structures dominate the market (Sardoni, 2011). As understood from these 
structures, Kalecki states that business cycles are derived from the cycles in private 
industrial enterprises in a capitalist economy. Capitalists receive their expenditures. 
The expenditures made upon investment are cyclical (Osiatynski, 1992).  
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According to investment-profit relation presented by Kalecki, two determiners of the 
real profit increase of new investments are discussed. The first determiner appears in 
such a case that technical process is overlooked for a moment when new investment 
caught the yearly increase of profit in only a small part. Kalecki builds his arguments 
on imperfect competition due to the tendency on being held by market forces, old 
equipment and the previous profit in the market. The second determiner emerges in 
the existence of the technical process. The new equipment which is more productive 
than the old one includes a new income. In the mean time, the profits gained from 
old equipment for given total volume of profit drop with the same amount because 
the real cost of using these goods increase, as a result of using the new ones (Lopez 
and Assous, 2010; Sawyer, 1985). If the investment is put forward in order to 
maintain the profitability, there will be both a positive expansion effect and a 
negative "kickback effect". If the positive effect is embraced as to the demand, it is 
the one, to increase the profitability of investment. The negative effect presented by 
Kalecki reveals at the supply side. As to this, if a demand increase occurs, the risk of 
decreasing profitability will be engaged (Lopez and Assous, 2010; Asimakopulos, 
1971; Driver, 1994; Toporowski, 2003). 
 
A risky profitability and even a decreasing profitability ratio make the investments 
more fragile. Investment is more intensive towards a collapse case. If it is looked at in 
the historical context, this sort of a high sensitivity can be identified with the 
increasing financial costs and gearing ratios and decreasing utilization ratios. In the 
Post-Keynesian analysis, one of the main factors of intensivity is innovation. This 
factor associates with investment decisions (Courvisanos and Verspagen, 2004).  
 
As it is seen the susceptibility relation between the investment and innovation as to 
the perspective of Schumpeter, an investment function is drawn attention in 
response to the cycles of optimism and permission defined by him. This function 
causes an innovation cluster. Therefore, a bunch of investment arises. This case 
generates susceptibility towards unstable investment activities and actually develops a 
trigger mechanism to start new innovation systems which have long cycles. Herein, it 
should be stated that the thing which results in long cycles in economy is the results 
of the innovation cluster (Courvisanos and Verspagen, 2004; Courvisanos, 2003). 
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In order to analyze the relationship among the Schumpeterian and Kaleckian 
dynamics, a differentiation between the three stages of Schumpeterian basic 
innovation life cycle and the high and low intensivity cases in Kaleckian cycle. This 
situation can be seen more clear in the following table (Courvisanos and Verspagen, 
2004). 
 
Table 1. The relationship among Schumpeterian and Kaleckian dynamics  
Source: Courvisanos &Verspagen, 2004. 
  
The Basic Stages of 
Innovation’s Life  
The Low Intensivity of Investment The High Intensivity of Investment 
The Primitive 
(Undeveloped) Period 
The most appropriate conditions for 
the “take off paradigm”, which are 
fragile and sensitive rises, being 
formed with the diffusion of new 
technological system at the 
beginning stages. 
The possible obstacles in the 
diffusion of new main innovation. 
Middle (Early or 
Developing) Period 
Long, fast, and strong rises, the fast 
diffusion of new technological 
system. 
Short, weak falls, the slow diffusions 
of new technological system. 
Maturement Period 
The rapid development of 
intensivity: Short and weak 
improvement, the pressure for the 
crash of old paradigms. 
Strong and rapid declines, possible 
long straits “sailing ship effect” as 
the most appropriate conditions. 
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As it is seen in the Table 1., the increase of innovation has an important place in the 
early and matureness stages. The abundance of technological opportunities (scarcity) 
shows a difference as the early (matureness) periods. An old basic innovation's 
matureness period generally overlaps with a new basic innovation's primitive 
(undeveloped) period, because of the "creative destruction". Therefore, the 
differentiation of the first and last stages is hard in practice.  
 
The Kaleckian and Schumpeterian cycles are fed by different extensions throughout 
the periods different from each other. When the basic innovations are new and 
newly made, they generate a cluster of innovation. At this point, the Schumpeterian 
cycle is strong. When the cycle is weak periods, the basic innovations will be 
exhausted. These types of different pressures in business cycles affect directly the 
investment decisions process. Disappearance of low susceptibility, strong strategic 
competitive pressures and investment obstacles encourages the technological 
innovation. In spite of this, high susceptibility prevents the technological innovation 
by way of largely prevent the diffusion of innovation and increase the pressure for 
the postponement of investment decisions (Courvisanos and Verspagen, 2004). 
 
The amount of innovation will not only affect the enhancement of investment cycles 
but also change the trend growth line, via vicious circle if it is hard and severe, 
otherwise via a productive circle. The effect generated by the productivity of cycle 
exists when the density of innovation increased. This increase reveals with the 
increase of investment activities and the shift of trend line upwardly (Courvisanos, 
2003). According to Kalecki, innovation has a cyclic trend effect on the investment 
function. This important factor is the innovation effect on the investments which 
generates an increase in the productivity owing to the technical process2 
(Courvisanos, 2003; Kalecki, 1968). Kalecki who admits the innovation as a 
development factor also accepts that this factor is an explanatory for the long- term 
upward trend (Richardson and Romilly, 2008). This positive effect of technological 
innovation on growth reveals because of its positive relation with employment in the 
meantime. This effect involves a common perception for not only Schumpeter but 
also Kalecki (Gamulka, etc., 1989). Being one of the main components of 
autonomous expenditures, a high investment means a high total demand and output 
level. Output's being at a high level will reflect a high profitability and capital 
utilization ratios. In this case, for the next period, it will generate a tendency towards 
stimulating high investment ratios and output. If the investment decisions are 
indifferent to capital utilization and the changes in the profitability relatively, the 
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time path followed by the output will converge to the long term equilibrium (Skott, 
2003).  
 
Conversely, if there is the high sentiment of investment, this situation makes it 
difficult to reach long-term equilibrium. Economy cannot turn into the equilibrium, 
but move into a more point (Skott, 2003). The effect of a hard and severe cycle will 
show itself in the downward movement. A low technical process will mean a low 
investment inducement. For instance, the firms which cannot compete with new 
firms and make innovation will be harmed and new investment will be limited. 
Therefore the facilities presented by innovation will be exhausted. According to 
Schumpetter, this downward tendency coincides the same period with recession. 
This decrease continues because of optimism excess and faults. Indifferent, faithless 
and other unsuccessful enterprises occur in the excess of optimism. This discussed 
type of entrepreneur can not engage in successful activity during the recession 
periods. This kind of enterprises is eliminated and eventually a status panicus will 
exist. Due to firms’ not maintaining out of action pressure, a decrease in their 
activities will occur. This case pushes them under the balance level they exist. This 
case coincides with depression in Schumpeterian cycle. This case on being at the 
bottom will continue until all investments will be rectified. When this point is 
reached, there will be a new movement towards the balance (more precisely towards 
a point, which is near to the equilibrium) and this stage will correspond to the 
“revival” in Schumpeterian model (Schumpeter’s study as cited in Michaelides etc., 
2010; Courvisanos and Verspagen, 2004; Courvisanos, 2003; Sawyer, 1985; 
Michaelides etc., 2010). 
 
Innovation changes the types of susceptibility as to whether it is internal or external. 
The internal and external innovation determines how the innovation passes into the 
process of cumulative causality (Courvisanos and Verspagen, 2004). The concept 
used by Kalecki in order to show the given capital investment level with the density 
of innovation is the “external innovation”. As to this, any shift in the density of 
innovation is derived from the basic business opportunities which are defined as the 
source of a scientific invention or innovation. Indeed, a decrease in the density of 
innovations will cause deterioration in business cycles at first. Therefore, it will be 
suggested that a collapse case has occurred.  Eventually, a lower long-term 
investment level will occur (Kalecki’s study as cited in Courvisanos, 2005). This 
condition will result in a downward shift in the long term. Because, if an increase in 
the density of innovation occurs, the line followed by the economic growth in the 
long period will be upward. As to Kalecki, a stable growth ratio is an increasing 
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function of the density of innovations. In the contrary case, downward swings will 
occur. This kind of an approach has a close relation with Schumpeter’s “clust-bun” 
effect3 (Kalecki, 1962; Courvisanos, 2005).  Moreover, the internal innovation has 
also similar meanings for Kalecki and Schumpeter. 
 
The concept considered as internal innovation by Kalecki seems as the increasing 
innovation for Schumpeter. The development period seen as the second phase of a 
basic innovation in Table 1 provides appropriate conditions for this innovation type. 
This type of innovation is rather seen in entrepreneur activities and involves new 
investment expenditures. When Kalecki is dealt with in relation to investment cycle, 
this kind of an innovation is named as internal. In the perspective of Kalecki upon 
innovation the internal innovation has a secondary importance regarding the 
scientific aspect. This situation is arisen from three reasons. The first one is the 
insignificant condition of adapting the previous capital equipment. The second one 
is the esthetic improvement of the old goods. And the last one is related with the 
improvement of the sources of previous raw material. This kind of innovations is 
named as internal. Because this is a cycle in which it stimulates innovation and the 
increase of investment order level by itself. The analysis with the internal innovation 
occurred in a Kaleckian macro economy, focuses on how this kind of innovations 
with will increase at the firm or industry level and eventually affect the economy. 
When a firm decides to increase the investments at a relatively low sentiment level 
under competitive pressures and higher suspension costs, the research-development 
(R&D) investments in the past gets ready to realize these innovations. R&D 
expenditures have an important place in the internal innovation process in which 
strong firms with great profits exist. These profits provide the increase of R&D 
expenditures. R&D investments increase the strategic profitably capacity of firm 
effectively. In an industry in which the innovation has a regular competition 
strategy, R&G expenditures will be great and change under susceptibility pressures 
like capital expenditures. When the innovation is made occasionally in an industry, 
R&D expenditures will be small and relatively fix on the investment cycle. 
Nonetheless,  firms  at  the high  susceptibility  level  are  under  the  pressure  of  the 
suspension of investment orders. This state includes the same process for the internal 
innovations. Nevertheless, the R&D activities which generates the patents are meant, 
and the decrease of these activities is possible in respect of process (Courvisanos and 
Verspagen, 2004; Courvisanos, 2003). 
 
In our study, Kaleckian and Schumpeterian cycle for the two Balkan States as 
Turkey and Greece is analyzed. According to this, after the effect of internal 
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innovations on the investments and income is handled separately for both countries 
taking the decisiveness of investments on business cycle into consideration, the 
investment-national income relation will be tested. In this way, the effect of 
investment and internal innovation upon national income for both Kaleckian and 
Schumpeterian perspective will be primarily tested separately, and included into the 
model in an aggregated manner. 
 
Related Literature 
 
Klette and Kortum (2004) have attempted to present the relationship between 
innovation and growth in their articles in which it was stated that Schumpeterian 
“creative destruction” concept diffuses into all of their studies. The measurement of 
the innovation output is made according to the patent data about which it is stated 
that it has a positive correlation with productivity and research-development. 
According to this, it is stated that firms are getting bigger with making innovation, 
and economy is getting bigger, because the quality of innovation product set 
increased (Klette and Kortum, 2004). In the study of Aghion and Howitt (1992), 
they emphasize that a successful innovator will have a patent exists.  It is stated that 
this bellowed right can be used in order that the innovators keep the intermediate 
goods in their monopolies. In the available their studies, it is stated that growth is 
derived from technological process at a large scale. The developments in the 
technology are seen as a result of the competition among the firms which make 
innovation (Aghion and Howitt, 1992). Supporting this argument in their studies, 
Lentz and Mortensen (2008) shows that the more productive firms grow more 
rapidly and eventually in the steady state, they are excluded from the less productive 
firms. A more innovator firm, namely the one which got its good involved into a 
qualified development process can set the higher price and will be in a more 
profitable status. As a result of this, the firm invests more on innovation and 
relatively gets bigger more rapidly (Lentz and Mortensen, 2008). 
 
It is seen in the study of Allred and Park (2007) in which they have dealt with the 
relationship between patent and innovation in both national and firm level, two 
different results for the developed and developing countries exist. According to this, 
there is a positive linear relationship between research-development and getting 
patent. Yet as this result is proved in the countries in which patent system is 
developed very well, because innovation of patent right stimulate at a large scale, this 
kind of a case is not valid for developing countries. Andres and Goel (2012) tests 
inversely the effect of items which affect the innovation like patent on growth. In 
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their study which examined effect of software piracy on economic growth for the in 
the medium-term, they found negative relationship between the two variables.  
Great computer software reduces the economic growth. However, the relationship 
among these factors is not linear. Decrease in the economic growth reduces piracy. 
The low piracy ratios, slows down the growth, due to decreasing investments 
(Andres and Goel, 2012). By obtaining a result, which is reverse to the general, 
Gangopadhyay and Mondal (2012) state that intellectual property rights which 
represents patent in our study might not always stimulate the innovation or 
economic growth. The key point in these findings the assumption that the free 
circulation of the right of which license is given might prevent the diffusion of 
scientific knowledge and the reveal of the talents of researches on the previous 
studies. According to the findings obtained, the intellectual property rights of which 
license was taken are increasing the benefit which is expected from innovation and 
because of the limited knowledge diffusion, they are complicating the innovation 
future (Gangopadhyay and Mondal, 2012).  
 
While the elements effecting on innovation and the effect of these factors on output 
with innovation are generally in this way, in the recent periods, it presents with the 
production function of neoclassical statement, it is seen that a different result is 
focused on. According to this standard function, output is taken as a function of 
labor, capital and technological innovation. Looking at the recent studies, it is seen 
that the relationship between fixed capital investments and output has been dealt. 
The studies of De Long and Summers (1992) seems to us as a study in this sense like 
a sample and provision study. Their analysis is set on the assumption that there is a 
strong relationship between the machine-equipment investment and growth. 
According to this, the equipment investment is a pushing force in a role for 
economic growth (De Long and Summers, 1992). Temple concluded in his study in 
which he dealt with the relationship between machine-equipment investment and 
growth that the social bring out of the fixed capital investment for the developing 
countries is at very high levels. According to this, it is detected that in this set of 
countries, the machine-equipment investments has a central role on the growth of 
countries (Temple, 1998). Madsen’s study (2002) in which he questioned the 
causality relation between investment and economic growth supports this finding. 
Madsen has a result that machine-equipment investment is heavily affected by 
supply and as well demand factors when he has also concluded that demand items 
only effect the investments in the structures. For the latter, the direction of causality 
is from income towards investment. Both demand and technological process are 
effective on machine-equipment investment. According to this, it is concluded that 
Başak Gül AKTAKAS, Cengiz AYTUN & Cemil Serhat AKIN 
 
 
110 
 
Journal of Economic and Social Studies 
 
there is no feedback from growth to investment in effect (Madsen, 2002). In 
Crowder and Jong (2009)’s investigations in the continents as Asia, Africa, Europe 
and America, they have found two-way relationship generally between output and 
fixed investments. As Kalecki supports as well, the causality relationship which is 
from investment to output keeps the validity at %19 for all the countries included in 
Crowder and Jong’s studies (Crowder and Jong, 2009). In Herrerias and Orts’ 
analysis (2012) for the machine-equipment investment and growth, the long-term 
causality relation is valid for China. This case is true of all models predicted. Along 
with it regarding the period dealt, it is mentioned that the investment usually 
increases more rapidly that GDP. It is seen that the equipment investment is 
obtained via the positive relationship between both the output and productivity 
(Herrerias and Orts, 2012). 
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Data and Empirical Methodology 
 
For the model to be used in the article, the study done by Courvisano and Verspagen 
(2004) is followed. In the discussed study, as to Schumpeterian and Kaleckian 
dynamics, an effort of study, which covers the years 1870-2000 for United States, 
United Kingdom, Japan, Germany and France, has done. At the end of the study, 
getting the approaches of Kalecki and Schumpeter together an aggregated 
application has done. The way followed in our available study is an application 
which has been done by both composing Kaleckian and Schumpeterian dynamics 
and separately using them. When Kaleckian cycle is integrated Schumpeterian 
innovation it can seen that there is a strong relationship between life cycle of 
innovation and susceptibility of investment. Thus, they influence together to length 
of wave. However, in our study there are two differences. Firstly, in the aim of using 
gross domestic product (GDP), a different path has followed. While Courvisanos 
and Verspagen (2004) take GDP data as a profitability indicator, we included the 
data as a real national income, along with its meaning represented, into our 
applications. Because, looking at the aim of the handling style of article in Kaleckian 
and Schumpeterian business cycles approaches, it is seen that GDP is evaluated by 
regarding its self-significance. Secondly, it cannot been analyzed a long period in the 
followed article. Because fixed capital investment and gross domestic product data 
are not available for Turkey. Meantime, being appropriate to the followed model in 
our study, the patent serial has taken representing the internal innovations, and the 
fixed capital investments have used representing the investments.  
 
The sample period covers quarterly data from 1971 to 2009. The raw data have been 
collected from OECD (Organization for Economic Co-operation and Development) 
data set. Being studied in different countries, taking the data from the same source 
has paid attention. All variables have been included in the analysis in terms of 
growth ratio. Gross domestic product and fixed capital investment variables are used 
with 2005 based prices. In this paper used variables which are gross domestic 
product (GDP), fixed capital investment (FC) and patent numbers (PT) is consistent 
with Kalecki and Schumpeter’s approaches. According to this, patent numbers are 
efficient on fixed capital investment and length of cycles. On the other hand, fixed 
capital investment influences size of business cycles. After all these effects are handled 
separately for both Turkey (TR) and Greece (GR) being aggregated a gathered 
evaluation will be done.   
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The Ordinary Least Square (OLS) estimation method has preferred, as series are 
constant at the level and testing the average relation among variables in a sense being 
mostly real-alike. Therefore, OLS method has used to be on the point of patent 
explanatory variable in order to show the relation between investment-patent and 
GDP-patent. In addition to this, in order to see the effect of investment upon GDP 
and in respect of presenting the relationship of investment with GDP in a way by 
embracing it with innovation, again the same method has applied. In this study, auto 
correlation, heteroscedasticity and normality tests have done, and any problem has 
not met.  
 
 
 
 
 
  
Roles of Investment and Innovation in Business Cycle from Kalecki´s Perspective with a 
Schumpeterian Approach: An Empirical Analysis for Turkey and  Greece 
 
 113 
 
Empirical Results 
 
In this part empirical results are given in order. In the first section unit root test 
results are given. Second section presents the ordinary least square test results. 
 
Unit root test results 
 
The results from unit root tests are given in Table 2 and suggest that all the variables 
are integrated of the same order, i.e. I(0). 
 
Table 2. Unit Root Test Results 
Variables Level 
  ADF ADF_Prob. KPSS 
  Turkey Greece Turkey Greece Turkey Greece 
GDP  -5.6057 [0]*  -4.6138 [0]*  (0,0000)  (0,0007) 0.0866 0.182 
FC  -6,5636 [0]*  -5,2418 [0]*  (0,0000)  (0,0001) 0.0615 0.1046 
PT  -5,6586 [0]*  -5,9044 [0]*  (0,0000)  (0,0000) 0.0628 0.1374 
The critical values with constant for the ADF and KPSS are from Davidson-MacKinnon (1993) and 
Kwiatkowski, etc. (1992). Lag length in [ ], Asterisk (*) shows significance at 5% level.  
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Ordinary least square test results  
 
The results from ordinary least square tests are given in Table 3-4-5-6.   
Table 3. Patent-Fixed Capital Investment Relationship 
 
 
Model 1: ΔFC=β0+ β1PT 
  ΔFCTR =0.0738 - 0.2295PT 
                          (0.0261)  (0.0829) 
 ΔFCGRC =0.0288 - 0.2223PT 
                 (0.0176)  (0.0237) 
According to this result, the positive relationship between innovation and investment 
was not validated for both countries. Moreover, it is seen that the force on explaining 
the shifts in the fixed capital investment with patent is considerably weak.  
 
 
Independent Variable 
Coefficient Std.Error t-Statistic Prob. 
  Turkey Greece Turkey Greece Turkey Greece Turkey Greece 
C 0.0738 0.0288 0.0261 0.0176 2.8201 1.6314 0.0077 0.1113 
PT -0.2295 -0.0223 0.0829 0.0237 -2.7689 -0.9403 0.0087 0.3531 
R-squared 0.1716  0.0233  
Adjusted R-squared 0.1492  -0.0030  
F-statistic 7.6668  0.8842  
Prob (F-statistic) 0.0087  0.3531  
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Table 4. The Effects of Fixed Capital Investment and Patent on Gross Domestic 
Product   
Independent Variables Coefficient Std. Error t-Statistic Prob. 
 Turkey Greece Turkey Greece Turkey Greece Turkey Greece 
FC 0.1831 0.2454 0.0264 0.0315 6.9188 7.7813 0.0000 0.0000 
C 0.0303 0.0200 0.0048 0.0034 6.2508 5.7664 0.0000 0.0000 
R-squared 0.5640 0.6207  
Adjusted R-squared 0.5522 0.6104  
PT -0.0540 -0.0028 0.0203 0.0074 -2.6519 -0.3866 0.0117 0.7012 
C 0.0444 0.0268 0.0064 0.0055 6.9154 4.8141 0.0000 0.0000 
R-squared 0.1597  0.0040  
Adjusted R-squared 0.1370 -0.0228  
 
Model 2: ΔGDP=β0+ β1FC 
 ΔGDPTR=0.0303 + 0.1831FC 
                (0.0048)   (0.0264) 
ΔGDPGRC=0.0200 + 0.2454FC 
                  (0.0034)  (0.0315) 
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Model 3: ΔGDP=β0+ β1PT 
 
  ΔGDPTR=0.0444 - 0.0540PT 
                             (0.0064) (0.0203) 
 
 ΔGDPGRC=0.0268 - 0.0028PT 
                  (0.0055)  (0.0074) 
According to Table 4, there is a positive relationship between fixed capital 
investment and output which supports Kalecki’s argument for Turkey and Greece. It 
is seen that while the 56% of GDP changes in Turkey is explained with fixed capital 
investments, this ratio for Greece is found as 62%. Conversely, the positive 
relationship between innovation and GDP which is confirmed by literature is not 
validated for both countries. It is seen that the force on explaining on changes in 
GDP with patent is considerably weak.  
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Figure 2. The Path Followed by Fixed Capital Investment and GDP Together for               
Turkey 
 
 
 
Figure 3. The Path Followed by Fixed Capital Investment and GDP Together for 
Greece. 
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The significant relationship between investment and GDP can be seen in the figures 
numbered as 2 and 3, in the path they followed. As to Figure 2, in the periods in 
which the investment in Turkey is highly sensitive that is excessively in the tendency 
about falling, output shows a similar trend. The same positive relationship keeps on 
its validity in the conditions in which the investment is lowly sentiment. As is seen in 
Figure 3, the effect of investment on GDP supports the results in Table 4. According 
to this, being as to the cases in which the investment is high or low susceptibility the 
output collaterally moves.  
Table 5. Fixed Capital Investment and Patent-Gross Domestic Product Relationship 
Variables Coefficient Std.Error t-Statistic Prob. 
  Turkey Greece Turkey Greece Turkey Greece Turkey Greece 
C 0.0317 0.0196 0.0051 0.0035 6.2006 5.4690 0.0000 0.0000 
FC 0.1723 0.2482 0.0291 0.0322 5.9098 7.7049 0.0000 0.0000 
PT -0.0144 0.0026 0.0161 0.0047 -0.8932 0.5637 0.3777 0.5764 
R-squared 0.5734 0.6240  
Adjusted R-
squared 
0.5497 0.6031  
F-statistic 24.2033 29.8755  
Prob (F-statistic) 0.0000 0.0000  
 
Model 4: ΔGDP=β0+ β1FC+ β2PT 
ΔGDPTR=0.0317 + 0.1723FC - 0.0144PT 
                 (0.0051)  (0.0291)      (0.0161) 
ΔGDPGRC=0.0196 + 0.2482FC + 0.0026PT 
                 (0.0035)  (0.0322)      (0.0047) 
As to the Table 5, the 57% of GDP shifts in Turkey is explained with the variable 
involved in the model, and for Greece this ratio is found as 62%. As seen, fixed 
capital investment is a significant determinant on output for both countries. In spite 
of that, explanatory of patent is weak for GDP.   
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Conclusion 
 
A business cycle, which exists in the primary topics of macro economy, has also a 
great importance for Post-Keynesian economics in a central role. It is seen that, 
Kalecki correlates this subject with investment. The perspective of Schumpeter 
towards the business cycles is mostly upon innovation. In addition to this, both 
economists present that investment and innovation are related with each other in the 
mean time. In addition, while Kalecki draws attention on the determiner position of 
investment on output in relation to investment-innovation-output, Schumpeter 
gives important essentially upon innovation. 
 
In the current paper, these all relationships have been estimated by using the OLS 
method for both Turkey and Greece. Gained results show that the innovation has no 
significant relationship with investment and output for both countries and the 
explanatoriness of innovation upon investment and output is considerably low. On 
the other hand, the explanatory power of investment upon output is at the high 
levels. At same direction movements in the business cycles because of a positive 
correlation between investment and output present reasonable results for both 
Turkey and Greece in accordance with Kalecki’s argument. 
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Notes 
 
1. Herein it has to be highlighted that he embraces the development as an 
evolution. 
2. It caused that profits change direction from the old equipment to the new one. 
3. According to this effect, effective demand should be stimulator via the diffusion 
of clustering case. Clustering can be achieved through availability of the funds 
belonging to public sector or profits for investment. At this point, the 
investment analysis of Kalecki explains how the triggering mechanism works 
(Corvisanos & Richardson, 2008). 
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ABSTRACT: This paper analyzes the banking sector's 
performance of the two former Yugoslavian republics, Slovenia 
and Bosnia and Herzegovina. This study is the first study 
examining the efficiency of banking sector of two countries. 
Countries have formed their banking systems, with their central 
banks as central and main monetary institutions. Performance of 
the banking sector of the two countries is being examined, taking 
into account that one country is a post war country, while other 
succeeds to join to European Union. It is determined using the 
data on return on assets (ROA) as indicator of profit, and return 
on equity (ROE) as an expression of rentability of banking sector, 
then compared to nonperforming loans (NPL) in order to 
foreseethe affect on future lending. Foreign direct investment is also 
being examined due to the large portion of it was initially made 
into banking sector. Financial health of the banking sector is 
analyzed by comparing deposits to loans figures, in several 
structural aspects. Based on data Slovenia’s banking sector has 
higher return on equity throughoutyears, therefore it is more 
profitable.On the other hand Bosnia and Herzegovina’s banking 
sector is more risk protected, since banks have higher adequate 
capital that offers protection against risk. 
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Introduction  
 
This study focuses on the banking sector of Bosnia and Herzegovina(B&H) in 
comparison to Slovenia, by analyzing macroeconomic indicators from 2006 to 2010. 
Bosnia and Herzegovina and Slovenia as former Yugoslavian countries are interesting 
to be compared since B&H is still strongly affected by post war problems, while on 
the other hand Slovenia succeeded to become aEuropean Union member country. 
All financial systems tend to evolve around banking sector with the major reason and 
that is efficient allocation of financial risk.Banks are the institutions which trough 
capital accumulation projects, ensure higher returns and output growth. 
 
The aim of this study is to identify and analyze factors that will help to increase 
efficiency of banking sector performance of B&H and Slovenia. 
 
To reach this objective, countries being examined need to start implementing 
operations that will contribute to active operations optimizations. Key objectives are 
establishing adequate management of banks or intermediaries, along withcredit loss 
avoidance methods and decreasing operational risks. 
 
This paper is organized as follows:in the first section we present institutional 
framework and background of B&H and Slovenia. In the second section we 
compare economic development indicators and foreign direct investment (FDI) of 
two banking sectors. Third section examines bank performance indicators, through 
which the profitability analysis is achieved in order to measure the banking 
performance. Fourth sectionanalyses coverage of bank loans with deposits, since 
loans are one of the instruments that banks use in order to generate the profit. Fifth 
section concludes the paper. 
 
Background BiH and Slovenia 
 
Due to the war which took place in Bosnia and Herzegovina between 1992-1995 its 
economy suffered, and its consequences are still present and they are going to 
influence Bosnia's economy majorly for more years to come. Peace negotiations were 
held in Dayton, Ohio, and were finalized on the 21 November 1995. The current 
state of Bosnia and Herzegovina came into existence after a referendum on 
independence  in 1992, which  precipitated a devastating  war  that  ended  with  the  
signing of Dayton peace Accords on the 14 December (Babić- Hodović and Tesche, 
2006). The accords are known as the Dayton agreement. 
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According to Dayton Peace Agreement (DPA), B&H consists of a central authority, 
an autonomous district (Brčko district) and two autonomous entities, namely the 
Federation of Bosnia and Herzegovina (FBIH) and the Republic of Srpska (RS), 
which were formed as international protectorates under the supervision of the 
United Nations (Annex II of the DPA, 1995). Both entities and the district have 
established and operate their separate legislation and administration authorities and 
institutions based on the defined conditions of the DPA. In fiscal terms, these 
entities are autonomous. B&H is governed by the international community under a 
tutorship of the office of the High representative (OHR), though it is accepted as a 
parliamentary democracy.The state of Bosnia and Herzegovina is the central 
authority, but has only limited and specific powers like monetary policy (common 
currency and common central bank), external trade and customs, regulatory 
competence on telecommunications, the transport system and traffic control, foreign 
relations, interentity criminal laws and immigration policies. Bosnia and 
Herzegovina is being ruled with three-member presidency. With one confederation, 
two entities, ten canton in federation, five administrative areas in the Republic of 
Srpska, a special Brčko district, plus municipalities and local government unit 
presents a very complex political system in the world  which conceals meaningful 
barriers and bureaucratic hurdles that will need to overcome to succeed (Petričević 
and Danis, 2007). 
 
Because of destroying all economic capacity during the ethnical conflict period B&H 
was forced to follow another development path. In contrast to other transition 
economies where institutional transition has progressed further, a highly vexing 
regulatory environment in B&H has occurred inconvenient situations for investors 
and further success of the transition process (Petričević and Danis, 2007). 
 
Republic of Slovenia was also a member country of former Yugoslavia. In the year 
1990 more than 88% of the electorate voted for a sovereign and independent 
Slovenia which leads to its independence. The newly-formed state was attacked by 
the Yugoslav Army the very next day.  War lasted for ten days, and in October 1991 
the last soldiers of the Yugoslav Army left. In November a law on de-nationalization 
was adopted, followed in December by a new constitution. The European 
Union recognized Slovenia in January 1992, and the UN accepted it as a member in  
 
May 1992. Slovenia joined the European Union on 1 May 2004. Slovenia has one 
Commissioner in the European Commission, and seven Slovene parliamentarians 
were elected to the European Parliament at elections on 13 June 2004. In 2004 
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Slovenia also joined NATO. Slovenia subsequently succeeded in meeting 
the Maastricht criteria and joined the Euro zone (the first transition country to do 
so) on 1 January 2007. Slovenia was the first post-Communist country to hold 
the Presidency of the Council of the European Union, for the first six months of 
2008. 
 
Slovenia became the first 2004 European Union entrant to adopt the Euro (on 1 
January 2007) and has become a model of economic success and stability for the 
region. With the highest per capita GDP in Central Europe, Slovenia has excellent 
infrastructure, a well-educated work force, and a strategic location between the 
Balkans and Western Europe. Privatization has lagged since 2002, and the economy 
has one of highest levels of state control in the EU. Structural reforms to improve the 
business environment have allowed for somewhat greater foreign participation in 
Slovenia's economy and have helped to lower unemployment. In March 2004, 
Slovenia became the first transition country to graduate from borrower status to 
donor partner at the World Bank. 
 
On the 21.07.2010, Slovenia became member of OECD (Organization for 
Economic Co-operation and development).  
 
Institutional Framework of the Bosnia and Herzegovina and Slovenia Banking 
Sector  
 
After the implementation of the new monetary policy by the CBBH (Central Bank 
of Bosnia and Herzegovina) in 1997 and the market entry of foreign banks, the 
financial sector - in which the banking sector dominates - experienced a stabilization 
and consolidation process. 
 
The Central Bank of Bosnia and Herzegovina was established in accordance with the 
Law adopted at the Parliament of Bosnia and Herzegovina on 20 June 1997.  
 
The Central Bank started its operation on 11 August 1997. The main goals and 
tasks of the Central Bank are defined by the Law and in accordance with the General 
Peace Agreement in Bosnia and Herzegovina. Central Bank of Bosnia and 
Herzegovina maintains monetary stability by issuing domestic currency according to  
the Currency Board arrangement (1 KM: 0,51129 EURO) with full coverage in 
freely convertible foreign exchange funds under fixed exchange rate 1 KM: 0,51129 
EURO. Central Bank defines and controls the implementation of monetary policy 
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of Bosnia and Herzegovina. It supports and maintains appropriate payment and 
settlement systems. It also co-ordinates the activities of the B&H Entity Banking 
Agencies, which are in charge of bank licensing and supervision. 
 
Although the Central bank is at state level, regulatory agencies are not. Each of the 
entities has its regulatory agencies, for Federation it is a Federation Banking Agency 
(FBA) and in Republic of Srpska it is Banking Agency (BARS).  
 
The Bank of Slovenia is the central bank of the Republic of Slovenia. It was 
established on 25 June 1991 by the adoption of the Bank of Slovenia Act (BoSA).  
 
It is a legal entity governed by public law. It is autonomous in disposal of its own 
assets. The Bank of Slovenia and the members of its decision-making bodies are 
independent and, pursuant to the BoSA, are not bound to any decisions, positions or 
instructions of state agencies or any other bodies, nor shall they seek their 
instructions or guidelines.  
 
Since the introduction of the Euro on 1 January 2007 the Bank of Slovenia, in 
carrying out its tasks, fully abides by the provisions of the (European System of 
Central Banks) ESCB and European Central Bank (ECB) protocol on the statute. As 
a member of the ESCB, in line with the Treaty establishing the European 
Community and the two statutes mentioned, the Bank of Slovenia carries out the 
following tasks: implements the common monetary policy, co-manages the official 
foreign reserves of the Member States in accordance with the Treaty on establishing 
the European Community, and promotes the smooth operation of payment systems. 
The Bank of Slovenia also carries out all other tasks pursuant to the BoSA. 
 
Economic Development, FDI and Banking Sector  
 
Economic development of the two countries being analyzed is related to the period 
after they reached their independence. Both of the countries belong to the 
communist bloc countries of former Socialist Federal Republic of Yugoslavia 
(SFRY), which was a centrally planned economy. The largest part of the production 
in the countries was just to meet their own needs. By gaining independence they 
turned to market economies. 
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Table 1. Selected Economic Indicator for Bosnia and Herzegovina and Slovenia 
Bosnia and Herzegovina 2006 2007 2008 2009 2010 
Nominal GDP(mill EUR) 9,900 11,100 12.600 12,300 12,500 
GDP per capita (EUR) 2,564 2,898 3,289 3,194 3,258 
Real GDP growth rate (%) 6.0 6.2 5.7 -2.9 0.7 
Annual inflation rate (%) 6.1 1.5 7.4 -0.4 2.1 
Annual unemployment rate (%) 31.0 29.0 23.4 24.1 27.2 
Foreign currency reserves (mill EUR) 2,787 3,425 3,219 3,176 3,301 
Trade balance (mill EUR) -3,410 -4,140 -4,820 -3,480 -3,330 
Population (in million)  3.84 3.84 3.84 3.84 3.84 
Slovenia 2006 2007 2008 2009 2010 
Nominal GDP(mill EUR) 31,050 34,562 37,280 35,311 35,416 
GDP per capita (EUR) 15,464 17,120 18,437 17,295 17,286 
Real GDP growth rate (%) 5.8 6.9 3.6 -8.0 1.4 
Annual inflation rate (%) 2.5 3.6 5.7 0.9 1.8 
Annual unemployment rate (%) 6.0 4.9 4.4 5.7 6.7 
Foreign currency reserves (mill EUR) 7,484 8,833 80,891 - - 
Trade balance (mill EUR) -0.8 0.1 0.2 -5.1 -5.0 
Population (in million) 2 2 2 2 2  
Source: Agency for Statistics of B&H, Central Bank of B&H, Slovenian Economic Mirror, Invest 
Slovenia, EBRD report on Slovenia 
 
Selected economic indicators in Table 1show strong post war recovery in B&H from 
2006 to 2010. Inflation rate is stabilized at EU levels. By looking at GDP we can 
notice substantial economic growth. Nominal GDP in 2010 was EUR 12,500 mill. 
At 2010 real GDP growth rate amounted to 0,7%, which is an improvement from 
the previous 2009 where the real GDP growth rate amounted -2.9%. GDP per 
capita,as one of the measures of standard of living reached the highest value at year 
2010 EUR 3,258. Trade balance in 2010 was EUR -3,330 mill indicating that 
Bosnia and Herzegovina is still an importing country. One of the key imbalances in 
the economy of Bosnia and Herzegovina is its high trade deficit which is ultimately 
leading to a significant current account deficit in the balance of payments. Annual 
inflation in 2010 amounted to 2.1%. Annual unemployment rate in year 2010 
amounted to 27.2%, which is significantly higher than the in previous year 2009 
when it amounted to 24.1%. Unemployment figures are showing a negative trend by 
increase in figures (more citizens are jobless), and the reason for it lies in economic 
crises.  
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Key elements of Slovenia’s macro stability lies in low inflation combined with 
maintained price stability and a commitment to low budget deficit. Overall inflation 
in developed economies was low in 2010, primarily as a result of the relatively low 
level of domestic household consumption.  
 
Selected economic indicators for Slovenia shown in Table 1 are reflecting that 
Slovenia is in quite stable macroeconomic condition. One of the major reasons for 
the macroeconomic stability is a low unemployment rate which in 2010 was 6.7%. 
GDP per capita in 2010 amounted to EUR 17,286 mill, which indicates a high 
standard of living. Nominal GDP in 2006 amounted to EUR 31,050 mill, while in 
year 2010 it was EUR 35,416 mill. 
 
Annual inflation rate is rather high taking into account that Slovenia is in euro 
currency zone, in 2009 it amounted 0.9%, and basic reason for it lies in the change 
of Slovenian Tolar to Euro currency.Trade Balance in year 2010 amounted to    
EUR -5.0 mills. which imply that Slovenia imports more than it Exports. This figure 
is much lower in the previous years, as it was in 2006 EUR -0.8mills. 
 
Foreign direct investment (FDI) made a big impact on the post war economy of 
Bosnia and Herzegovina, and it reached its peak in 2007. It helped a country to 
reintegrate and rejoin the world’s economy. 
 
Foreign direct investment can be described as a company from one country making a 
physical investment in another country. It is an investment abroad, usually where the 
company being invested in is controlled by the foreign corporation and be stayed in 
contrast with making a portfolio investment, which is considered an indirect 
investment (Ilgun and Coskun, 2009). 
 
FDI is a component of a country’s national financial accounts. It can be investment 
made into domestic structures, equipment, and organizations. 
 
There is a large difference among countries of SEE (South Eastern Europe) to which 
Bosnia and Herzegovina belongs to and CEE (Central Eastern European countries) 
to which the Slovenia belongs, differing on various data and indicators. 
 
Relation of FDI and Banking sector is important due the fact that large portion of 
Bosnia and Herzegovina’s FDI goes to banking sector, and it is jet growing and an 
ongoing process. 
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In Slovenia on the other hand the situation is quite different. The stock of FDI is 
Slovenia stood at EUR 10,500.2 mill at the end of 2009. In 2009 foreign direct 
investment was down for the first time since 2001, by 6.6%. A decline in the net 
debt financing of foreign investors of 95% was the main factor in the decline in the 
total value of the FDI of EUR 736.1 million in 2009 relative to the previous year, 
while a decline of the value equity accounted for the remainder. The largest 
proportion of the FDI comes from EU states and Switzerland, while Slovenian 
investor favors countries of former Yugoslavia. 
 
Bosnia and Herzegovina on the other hand is not in position to acquire any FDI but 
for the trade its major partners are Croatia, Serbia, and Germany which shows that 
former Yugoslavian countries are still dependent on each other. Trade is often related 
with foreign direct investment. In order to illustrate relationship between the two 
countries, data in Table 2 represents Bosnia and Herzegovina's trade partners in 
exports and imports. 
 
Table 2. BiH Import and Exports, in percentage 
 Exports Imports 
Total 2006 2007 2008 2009 2010 2006 2007 2008 2009 2010 
EU 27, of 
which 
59.7  57.3 55.2 54.2 54.5 53.0 47.8 48.0 49.1 45.9 
Italy 13.8 13.1 12.6 12.7 12.1 9.0 9.0 9.3 10.1 8.9 
Germany 12.9 12.8 13.6 14.7 15.3 12.4 12.5 11.8 11.3 10.5 
Slovenia 12.2 10.9 9.2 8.4 8.6 7.6 6.4 5.9 6.1 5.9 
SEE of which 32.9 35.8 37.1 38.1 35.9 28.0 29.1 28.9 26.8 27.1 
Croatia 18.7 18.4 17.2 17.1 15.1 17.1 17.6 17.1 15.0 15.1 
Serbia 13.2 11.7 14.0 13.4 12.6 9.8 9.4 10.6 10.4 10.5 
Other 
countries 
7.4 6.9 7.7 7.7 9.6 19.0 23.1 23.1 24.1 27.0 
Source: Central Bank of Bosnia and Herzegovina 
Bosnia and Herzegovina’s main export trading partners were Germany and Croatia, 
and main importing partners were Serbia and Croatia. In 2010 exported goods and 
services to Croatia were 15.1% of total exports, while to Serbia were 12.6%. When 
comparing these figures of export to Slovenia which amounted 8.6% in year 2010, it 
can be concluded that it is a quite large amount of trade, taking into consideration 
greater distance than from neighbor countries, and economical political global 
position, difference in non EU member countries and EU member countries. 
Regarding the imports figures are showing that in year 2010, 10.5% of total imports 
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went to Germany and Serbia, while 15% of total volume of imports is performed 
with Croatia. 
 
In year 2010 Slovenian goods and services in terms of imports are taking only 5.9% 
of total imports. Reason for this trade preference is low purchasing power, therefore 
for Bosnia and Herzegovina’s citizens, goods and services from neighborly non EU 
member countries are more affordable, than the Slovenian which is EU member. 
Taking all this into consideration it can be concluded that number and figures of 
trade between Bosnia and Herzegovina and Slovenia are quite significant. 
 
Figure1. Structure of Foreign Direct Investment in Slovenia 
 
Source: Bank of Slovenia 
 
Figure 1 shows the structure of the FDI in Slovenia from 1994 to 2009. Foreign 
direct investment is composed of two components: equity and net liabilities. From 
1994 to 2001 there is small increase in equity of FDI, while net liabilities 
insignificantly change. From 2001 to 2009 there is a continuous trend of growth in 
equity. Alteration occurs from 2007 and is repeated in 2008 and 2009 where not 
just equity rises, but also does the net liabilities, significantly especially compared to 
the previous years. 
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In case of Bosnia and Herzegovina growing FDI in services, specifically in the 
banking area, was influenced by the following points (Babić-Hodović and Burić, 
2005): 
· Globalization of the financial services industry which resulted in growing 
competition between different non-bank sources  of credits and financial 
services of credits and financial services (especially in the insurance market) 
which, in turn, led to the continuing consolidation of banking system in 
both mature and emerging markets (Roldos, 2001) and even to the need to 
open new markets. 
· Foreign banks’ interest in emerging markets is partly explained by the 
potential economies if the scope from technological advantage as well as the 
advantage of early entry in product or service life cycle (Babić-Hodović and 
Burić, 2005). 
· Regional marketing orientation, where many banks focused on specific 
region, guided by the language and cultural connections (Babić-Hodović 
and Burić, 2005). 
 
Bank Performance Indicators  
 
The profitability analysis is achieved on a set of indicators in order to measure the 
banking performance. The indicators result and arise from the accounting dates, 
which illustrates the reference periods in the most synthetic expressions of balance 
sheet and the profit and loss account (Caruntu and Romanescu, 2008). 
 
Likewise it is emphasized and studied the linkage between financial performance 
measured by return on assets (ROA) and return on equity (ROE) in the two 
countries will be discussed.  
 
Return on Equity or profit to equity, is the most significant indicator for profit, 
which measures the banking management in all its dimensions, and offers an image 
over the way to use the capitals brought by shareholders, the effect of their retainer 
in bank's activity (Caruntu and Romanescu, 2008). Return on equity measures a 
corporation's profitability by revealing how much profit a company generates with 
the money shareholders have invested.   
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𝑅𝑅𝑅𝑅𝑅𝑅 =  𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑖𝑖𝑁𝑁
𝐶𝐶𝐶𝐶𝑁𝑁𝑖𝑖𝑁𝑁𝐶𝐶𝐶𝐶
∗ 100 
 
Return on Assets (ROA) is an indicator of expression of rentability for the entirely 
activity of a banking society. ROA gives an idea as to how efficient management is at 
using its assets to generate earnings. This indicator measures the effect of 
management capacity to use the financial and real resources of bank in order to 
generate profit. It is appreciate that the return of assets indicator is the most exact 
measure of banking activity due the fact that expressed directly the result, 
accordingly to the specific management of banking intermediate, of active operations 
optimization, related to a volume of resources considered. Formula for ROA is:  
𝑅𝑅𝑅𝑅𝑅𝑅 = 𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑖𝑖𝑁𝑁
𝑅𝑅𝐴𝐴𝐴𝐴𝑁𝑁𝑁𝑁𝐴𝐴
∗ 100 
The poor profitability of many banks can be explained by a low level of efficiency, 
specifically an excessive number of employees for the scale of their operations and 
substantial provisions for loan losses, accompanied by the costs of expanding their 
branch network (Babić-Hodović and Tesche, 2006). On the other hand, (Četković, 
2011) states that high profitability potential in the Balkan Countries may have been 
a driving force behind the expansion of banks from EU member countries into the 
region. 
 
Table 3. Return on Assets (ROA), and Return on Equity (ROE) in the Banking 
Sector, 2006 – 2010, B&H and Slovenia 
  2006 2007 2008
 2009  2010  
Bosnia and Herzegovina      
ROA  
ROE 
0.9 0.9 0.4 0.1 -0.6 
8.4 8.9 4.3 0.8   -5.5 
Slovenia 
ROA 
ROE 
1.25 1.36 0.67 0.32 -0.19 
15.10 16.30 8.10 3.90 -2.3 
Source: FBIH and RS Banking Agencies and CBBH, Bank of Slovenia 
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As it can be seen from the Table 3 in each year from period 2006-2007 return on 
assets have been significantly higher in Slovenia than in Bosnia and Herzegovina. In 
year 2010 ROA in B&H was -0.6 which indicates low profitability of banks, and 
this number is significantly higher in the previous year, when it was 0.1. Reason for 
it lies in the fact that economic crises hit banking sector in this year more intensively 
than in previous years. In Slovenia ROA in 2010 was -0.19 which is rather low 
profitability indicator, but yet better than in the B&H at the same year. 
 
Table 3 also shows data on ROE. ROE as most significant indicator of profit 
throughout all yearsis higher in Slovenia than in B&H. In 2010 in B&H it 
amounted -5.5, while in Slovenia it was -2.3.  
 
By looking at Table 4, we can see the values of other indicators related to the 
performance of banking sector of two counties. Assets in Bosnia and Herzegovina, as 
the percentage of GDP in 2010 were 85.200 mills. Lending increased from -3.1% to 
2.4%. Non-performing assets increase majorly from 3.9% in 2009 to 8.1% in 2010 
with indicated large portion of debt unpaid, most probably due to the economic 
crisis and switch in currency. Assets in Slovenia as % of GDP in 2010 amounted to 
EUR139.5 bill which is significantly higher than in Bosnia and Herzegovina in the 
same year. Lending growth in Slovenia on the other hand in each of the years is 
lower than in Bosnia and Herzegovina. In year 2010 in Slovenia it amounted to 
0.8% while in Bosnia it was 2.4%. 
 
Banks have been and remained the most important financial intermediaries. The 
banks had total assets of EUR50.3 bill in 2010. The total assets of banks as a 
percentage of GDP were down, as a result of decline in total assets in nominal terms. 
 
Banks in transition countries are likely to struggle with the high NPL ratios they 
have accumulated during the crises and the possible losses associated with loans. 
 
During 2009, Slovenian banks significantly tightened their underwriting policies and 
reduced the average maturity of loans being written for corporate and SME 
customers, making it more difficult for them to roll over obligations. 
 
Following Figures 2 and 3 are showing ratio of nonperforming loans (NPL) to 
return on assets (ROA) of two countries Bosnia and Herzegovina and Slovenia. 
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Figure 2. Ratio of Nonperforming loans (NPL)/ Total Loans and (Return on assets) 
ROA in B&H 
 
Source: Author's elaborations of BaH data on ratio of NPL to ROA, Central bank of 
Bosnia and Herzegovina 
 
Figure 3. Ratio of Nonperforming loans (NPL)/ Total Loans and (Return on assets) 
ROA in Slovenia 
 
Source: Author's elaborations of Slovenian data on ratio of NPL to ROA, Bank of 
Slovenia 
 
 
4 3 3,1 5,9
11,4
0,9 0,9 0,4 0,1 -0,6
2006 2007 2008 2009 2010
NPL ratio to ROA
NPL  in total loans% ROA
2,5
1,8 1,8
2,3
2,5
1,25 1,36
0,67
0,32
-0,19
2006 2007 2008 2009 2010
NPL ratio to ROA 
NPL  in total loans% ROA
Azra BIČO & Mehmed GANIĆ 
 
 
138 
 
Journal of Economic and Social Studies 
 
Figure 2 shows decreasing number on ROA from 2006 to 2010,where in 2006 ROA 
amounted to 0.9 while in 2010 it amounted to -0.65, negative ROA indicates low 
profitability. NPL has also decreasing trend from 2006 where it amounted 4% of 
total loans to 3% in 2007. Onwards it has increasing trend, and it reaches its peak 
11.4% of total loans in year 2010. By analyzing this data it can be concluded that 
increase in ROA is mostly affected by NPL, as a part of the net profit. Therefore 
when NPL increase net profits will decrease, assets remain same, but the end result 
shows decreased ROA, and vice versa. Drastically increase in NPL can be also 
described due to the global economics crises of 2008, which majorly damaged 
banking sector in year 2010 when the ratio of nonperforming loans increased to 
11.4%.  
 
ROA in 2007 was the highest which indicates in this year lending was most rentable, 
and this can be proven by analyzing data from Table 4 where lending in 2007 was 
28.4% of annual growth which is higher than in year 2006, 2009, and 2010.  In year 
2010 ROA was -0.6% therefore in this year lending has high probability of decline.  
 
Table 4. Selected Banking Indicators for Bosnia and Herzegovina and Slovenia 
  2006 2007 2008   
Bosnia and Herzegovina      
Assets, as % of GDP (in 
mill) 
76,300 89,600 85,200 87,100 85,200 
Lending, (Annual growth 
in %) 
23.4 28.4 21.8 -3.1 2.4 
Non-performing assets 2.5 1.8 2.2 3.9 8.1 
Slovenia 
Assets, as % of GDP (in 
mill) 
109,100 122,500 127,700 145,900 1,395,00 
Lending, (Annual growth 
in %) 
3.3 3.4 2.3 NA 0.8 
Non-performing assets NA NA NA NA NA 
Source: Central Bank of Bosnia and Herzegovina, Bank of Slovenia 
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According to data on Slovenia presented in the Figure 3 ROA a show increasing 
tendency from 2006 where it amounted from 1.25 to 1.36 in year 2007, and this is 
the point where it reached its peak, and lending increased due to the lower NPL 
1.8% in year 2007 than in previous year 2006 when it was 1.25%. Although in year 
2008 NPL is equal to as in 2009 amounting 1.8%, ROA drastically decreased. In 
2010 ROA for Slovenia banking sector was -0.19%, which indicates loss, while NPL 
where 2.5% of total loans, indicating high probability of decline in lending. 
 
Coverage of Bank Loans with Deposits 
 
Considering the fact that banks are mostly generating their profits through the 
placement of the loans, further analysis will show how those credits are financed, by 
using the figures that are comparing deposits gathered to loans placed.  
 
Table 5. Deposits Structure in BiH and Slovenia (in millions of EUR) 
Bosnia and Herzegovina 2006 2007 2008 2009 2010 
Government 700 1,500 1,100 1,000 800 
Non-Government 1,700 1,900 2,200 2,200 2,200 
Households 2,000 2,600 2,600 2,900 3,300 
Total 4,400 6,000 5,900 6,100 6,300 
 Slovenia 2006 2007 2008 2009 2010 
Government  NA NA 3.9 7.7 6 
Non-Government NA NA 43.3 45.7 46.7 
Households NA NA 27.7 26.7 28.4 
Total NA NA 74.9 80.1 81.1 
Source: Central Bank of Bosnia and Herzegovina, Bank of Slovenia 
 
Table 5 shows thestructure of deposits in B&H. In 2010 total deposits amounted 
EUR 6,300 mill which represented an annual increase of EUR 0,200 mill.  
 
Out of EUR 6,300 mill deposits in 2010, EUR 800 mill were government deposits, 
EUR 2,200 mill were non-government deposits, and EUR 3,300 mill were 
household deposits. Therefore it can be concluded that 51% of total deposits were 
household deposits. Total deposits in year 2006 amounted EUR 4,400 mill, which is 
significantly lower than in 2010. From the aspect of crisis it can be concluded that in 
pre-crisis 2006 deposits were lower, and in years of current crises deposits are only 
experiencing slight increase of year 2008 to 2009 increase of a EUR 200 mill.  
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Significant decrease in government deposits occurred in 2008 due to the crises it 
amounted EUR 1,100 mill and in previous 2007 it was EUR 1,500 mill, which is a 
decrease of EUR 400 mill. Nongovernment deposits trough selected years are 
presenting insignificant change in deposits, they are quite constant. 
 
Figure 4. Sectored Structure of Loans and Deposits in BiH (in million EUR) 
 
Source: Author's elaborations of BiH data on loans and deposits, Central Bank of Bosnia 
and Herzegovina 
 
Due to the ongoing crises its impact on the economy of Bosnia and Herzegovina 
slowed growth of lending activities in 2010 to household sector and it amounted 
EUR 3,220 mill, compared to previous 2009 where it amounted EUR 3,200 mill it 
can be concluded that there is no increase in lending to the household sector (Figure 
4 Sectored structure of loans and deposits in B&H). Contrary to it, public sector 
loans had increasing tendency during the selected period, in 2009 they amounted 
EUR 3,980 mill and in 2010 EUR 4,200 mill, meaning that public sector during the 
times of crises had to finance their operations through loans. 
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Figure 5. Total deposits and Total Loans in B&H (in million EUR) 
 
 
Source: Author's elaborations of BiH data on loans and deposits, Central Bank of Bosnia 
and Herzegovina 
 
Figure 5 shows total deposits and total loans in BiH. By looking at the graph we can 
see that trough out all year loans issued are higher than deposits.This difference was 
the slightest in year 2007 when total deposits amounted to EUR 6,000 mill and total 
loans EUR 6,100 mill. Highest difference between loans and deposits was in the year 
2008 when the global financial crises started, when total deposits were EUR 5,900 
mill and total loans were EUR 7,440 mill. In 2010 deposits increased to EUR 6,300 
mill to EUR 7,450 mill which is significant progress in balance of the two ratios 
compared to previous year, and when taking into consideration that 2010  is the year 
in which economic crises is in its highest magnitude. 
 
Table 5 represents the deposits structure in Slovenia. Data for years 2006 and 2007 
is not available. At year 2008 governmental deposits were EUR 3.9 mill, while in the 
year 2010 they significantly increased to EUR 6 mill.  Nongovernment deposits are 
taking the highest share among total deposits. In 2008 they amounted to EUR 45.7 
mill while in 2010 they increase only by EUR 3,4 mill which is insignificant increase 
for this structure. Households shown increase in deposits  from EUR 26.7 million 
year 2009, to EUR 28.4 mill in 2010, when the global economic environment was 
more stable than in year 2008 and 2009 when crises stroke economies and 
households especially. 
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Figure 6.  Sectored Structure of Loans and Deposits in Slovenia (in million EUR) 
 
Source: Author's elaborations of data on Slovenia, deposits and loans, Bank of Slovenia 
 
Sectored structure of loans and deposits in Slovenia (Figure 6) shows that in each of 
the year’s public sector loans were higher than the household loans. In year 2008 
household loans were EUR 15.5 mill, while in 2010 they increased to EUR 17,2 
mill. Public sector loans had a decreasing point from 2008 when they amounted 
EUR 54.9 mill to 2009 when they amounted EUR 50.4 mill, which presents a 
decrease of EUR 4.5 mill, most probably due to the economic crises. In 2010 loans 
to households amounted to EUR 17.2 mill while loans to public sector increase from 
previous year to EUR 68.5 mill.  
 
 
  
0
15,2 15,5 15,3 17,2
0
51,6 54,9 50,4
68,5
0 0
74,9 80,1 81,1
2006 2007 2008 2009 2010
Households loans Public sector loans 
Total deposits
The Efficiency of Banking Sector in Bosnia and Herzegovina  in Comparasion to Slovenia:  
A Comparative Analysis 
 
 143 
 
Figure 7. Total Deposits to Total Loans Slovenia (in million EUR) 
 
Source: Author's elaborations of data on Slovenia, deposits and loans, Bank of Slovenia 
 
Figure 7 presents total deposits and total loans in Slovenia, where for the years 2008 
to 2010 when data is available it can be concluded that deposits in each case were 
higher than loans, therefore loans could be completely financed through money 
generated from deposits. For instance in 2008 total deposits amounted EUR 74.9 
mill, and total loans were EUR 70.4 mill. In year 2010 total deposits were EUR 81.1 
mill and total loans were EUR 68.5 mill. 
 
Table 6. Capital Adequacy Ratio in BaH and Slovenia in Percentages 
Bosnia and Herzegovina 2006 2007 2008 2009 2010 
Capital adequacy ratio 17.7 17.1 16.3 16.1 16.2 
Slovenia 
Capital adequacy ratio 11.0 11.2 11.7 11.6 11.5 
Source: Central Bank of Bosnia and Herzegovina, Bank of Slovenia 
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Table 6 represents Capital Adequacy Ratio in BiH and Slovenia. Capital Adequacy 
Ratio (CAR) is the measure which determines if a bank has an adequate capital that 
offers protection against the risk associated with a bank’s credit’s offering and other 
financial operations. 
 
As shown in Table 6 in 2006 CAR in BiH stood at 17.7%, while in 2010 is 
amounted to 16.2%. High CAR is considered to be better absorber of the risk, 
therefore banks were in BiH were better secured in 2006, and then they were in 
2010. In Slovenia CAR stood at 11.5% in 2010, which present a decrease of 0.1% 
from previous year. Over whole time period examined (2006-2010) Slovenia shows 
lower CAR than BiH which indicates that banks in Slovenia are operating at higher 
risk than ones in BiH. Maintaining capital adequacy has become more important 
than growth in lending. 
 
Table 7. Asset and Liability composition in BiH and Slovenia in million EUR 
 Bosnia and Herzegovina  2006 2007 2008 2009 2010 
Total Assets 14,698 19,519 21,048 20,918 21,076 
Short-term assets 4,432 6,071 6,470 6,335 6,116 
Long-term assets 10,266 13,448 14,578 14,583 14,959 
 Slovenia 2006 2007 2008 2009 2010 
Total Assets 33,900 42,343 47,628 51,613 50,457 
Short-term assets 1,049 604 1,243 1,454 811 
Long-term assets 32,851 41,739 46,385 50,159 49,646 
Bosnia and Herzegovina      
Total Liabilities 14,697 19,518 21,046 20,917 21,076 
Foreign liabilities 4,032 5,159 6,309 5,747 4,782 
Domestic liabilities 8,798 12,100 11,889 12,102 12,541 
Government 1,456 3,069 2,303 2,005 1,664 
Non-government 7,332 9,031 9,586 10,097 10,877 
Other liabilities 1,867 2,259 2,848 3,068 3,753 
 
 
 
 
     
The Efficiency of Banking Sector in Bosnia and Herzegovina  in Comparasion to Slovenia:  
A Comparative Analysis 
 
 145 
 
Tabele 7. (Continued) 
Slovenia      
Total Liabilities 61,677 42,343 47,077 51,612 50,452 
Foreign liabilities 8,756 14,567 17,317 15,124 12,868 
Domestic liabilities 15,141 19,381 20,061 23,570 23,352 
Government 9,664 1,570 1,857 3,990 3,170 
Non-government 5,477 17,811 18,204 19,580 20,182 
Other liabilities 37,780 8,395 9,699 12,918 14,232 
Source: Central Bank of Bosnia and Herzegovina, Bank of Slovenia 
  
Table 7 represents Asset and Liability composition in BiH and Slovenia in million 
EUR. Total Assets are composed of short term assets and long- term assets. 
 
At the end of 2010, total assets of all banks in BiH amounted to EUR 21,076 
million, which was an increase of EUR 157.5 mill or 0.8%. The bankingsector had a 
growth trend over the past years, but it was stopped in 2009 due to economic crisis. 
This presents significant increase when compared to 2006 when total assets 
amounted to EUR 14,698 mill. Out of total assets in 2010 short term assets 
amounted to EUR 6,116 mill while long term assets amounted to EUR 14,959 mill. 
 
In Slovenia in 2010 Total assets amounted to EUR 50,457 mill which is 2.3 times 
greater than in B&H in the same year. In 2010 short term assets amounted to      
EUR 811 mill while long term assets amounted to EUR 49,646 mill. This present’s 
significant increase in 2010, compared to 2006 assets amounted to EUR 33,900 
mills. 
 
On the liability side in B&H total liabilities in 2006 amounted to EUR 14,697 mill, 
while in 2007 they increased to EUR 19,518 mill. In year 2010 they amounted to 
EUR 21,076 mill, out of which foreign liabilities were EUR 4,782 mill EUR, 
domestic liabilities were EUR 12,541 mill. In percentage terms domestic liabilities 
accounted for the greatest share of around 59.5%, while foreign liabilities 
accountedfor 22.7%, government  liabilities were EUR 1,664 mill, non-government 
where EUR 10,877 mill, other liabilities were EUR 3,753 mill. 
  
Azra BIČO & Mehmed GANIĆ 
 
 
146 
 
Journal of Economic and Social Studies 
 
On the liability side in Slovenia total liabilities in 2006 amounted to EUR 61,677 
mill, and throughout years until 2008 had a decreasing trend where they amounted 
to EUR 47,077 mill. In 2009 they rapidly increased to EUR 51,612 mill and in 
2010 it decreased to EUR 50,452 mill. Total Liabilities in year 2010 amounted to 
EUR 50,452 mill, and  were composed of foreign liabilities amounted to EUR 
12,868 mill, domestic liabilities EUR 23,352 mill, government liabilities EUR 3,170 
mill, non-government EUR 20,182 mill, other liabilities EUR 14,232 mill. 
 
Conclusion 
 
Bosnia and Herzegovina and Slovenia as former Yugoslavian countries succeeded to 
develop stable banking sectors regardless of unfavorable past events. Importance of 
the banks is unquestionable with its main role in the global economy, providing 
capital for innovation, infrastructure, job creation and overall prosperity. Due to the 
war that occurred, Bosnia and Herzegovina have faced destruction of overall 
economy, it succeeded to restructure quite fast, especially by opening to foreign 
direct investment, which reached its peak in 2007 amounting whole 12, 0% 
contributions to GDP. 
 
The effect of increasing FDI in B&H has been positive. It results in confidence that 
society gain in banking sector, by more loans being acquired, and deposits made, 
effecting positive overall balance of payment. As the countries share joined history as 
former Yugoslavian countries there are still strongly orientated on each other in the 
terms of trade and investment.  
 
Bosnia and Herzegovina major trade partner are its neighbor countries Croatia and 
Serbia, while Slovenia in terms of trade favors former Yugoslavian countries 
including BH and EU states and Switzerland. Based on data shown in paper GDP 
per capita, as key measure of development, is five times greater in Slovenia than in 
Bosnia and Herzegovina in 2010. 
 
Bosnia and Herzegovina showed unenviable number in terms of unemployment 
27.2% in 2010, while in Slovenia figures showed 6.7% unemployed population. 
 
Returns on assets is significantly higher in Slovenia than in Bosnia and Herzegovina, 
while returns on equity are almost in balance in both countries, meaning that 
corporations are generating their money efficiently, and profiting from it. Figures of 
return on average assets (ROA) are also showing that with its increase there is high 
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probability that lending will increase, while nonperforming loans (NPL) are 
indicating presence of economic political crises  made bad impact on both countries. 
NPL has indirect effect on lending fluctuations in the economy. Higher NPL means 
high probability that lending will decrease. 
 
Both countries are financing their lending mostly through the deposits. By 
computing Capital adequacy ratio of the two countries, we can draw general 
conclusion that banks in BiH are facing less credit losses and operational risks than 
the ones in Slovenia. 
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ABSTRACT: This paper presents an insurance market 
research of the markets in several Balkan countries that were 
part of former Yugoslavia and are still not members of EU.  
Being categorized as developing countries, they have far 
lower development degree in comparison with the European 
Insurance Federation member countries. By means of 
comparison between  the basic insurance market 
development indicators  in these countries, the law 
regulations, as well as through conducting surveys, based on 
questionnaires, which appoint the reasons for the 
underdevelopment in the sphere of life insurance, the paper 
gives a clearer perception, in terms of the conditions of the 
insurance markets, placed on the margins of the European 
insurance market. Its utmost objective is to point and argue 
several measures, which would improve the insurance market 
conditions in the already mentioned countries, i.e. would 
contribute to the development increase and the acceleration 
of these insurance markets. As a result, that would raise the 
protection measures and the safety, both to the citizens and 
their material goods.  
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Introduction 
 
The insurance market role importance in the economy and the contemporary world 
in general increases rapidly, all the time. Today, there is hardly any economic sphere 
in which the insurance issue is not included. The possibility to relate the 
aforementioned issue with all economic spheres, as well as the individual’s existence, 
indicates its capacity to function in general. In terms of both law and economy, the 
notion insurance has been defined as one of the forms of risk management and 
governing, primarily used as protection from the risks that are likely to cause damage 
and loss. From individual point of view the insurance is an economic instrument 
used by the consumer to prevent himself from the possibility of a financial loss (a 
possible event that the individual is insured against) by investing (exchanging) a 
smaller sum of money (insurance premium), in advance. (Vaughan & Vaughan, 
1995) 
 
All in all, the existence of insurance market is a must for providing appropriate 
conditions for insurance development.  In this context, it appears to be a place where 
various insurance services, providing security in terms of the detrimental events, have 
an impact on the economy and as a result a lower risk protection is being offered. 
This market, as any other market includes supply and demand and has its separate 
laws and relations in various conditions of greater or lower freedom of movement. 
Participants in the insurance market are: the numerous insurers, the insured clients, 
the insurance consumers, the insurance contractors, the mediators, the 
representatives etc.  
 
Taking as a point of departure the separate groups varieties-kinds of insurance 
specifics, there is a great variety of markets of this kind: motor insurance markets, life 
insurance market, real estate insurance market etc. The insurance market is quite 
specific and it differs from the other markets in many aspects. First of all, this market 
offers a great deal of insurance services, including various real estate and personal 
risks, which the insurer would not put into effect, neither at the given moment, nor 
in the future. There is no legal entity, nor a physical person that would consciously 
permit some of the previously mentioned risks to occur. This is the reason why the 
insurance and its “goods” and services are so specific. 
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The Insurance market development is dependent upon several factors, mutually 
related, as the market size, i.e. the number of population. That means that the rise in 
the population number requires increase in the number of the market objects such as 
the insurance companies, as well as brokers insurance groups. Other factors are: the 
foreign capital investments, the business policy of the insurance companies, which 
determines the quality and the diversity of the goods offered on the insurance 
market, the prices of the insurance products, the manner of the risk management, 
i.e. the loss management, marketing activities, etc. These factors correlate with one 
of the perhaps most contributing factors that stimulates the development of the 
insurance market, the law regulation, i.e. the legal regulations, that govern the 
existing insurance market. 
 
This paper investigates the insurance markets in the former Yugoslav republics, 
which are not EU members, such as: Serbia, Bosnia and Herzegovina, Montenegro 
and Macedonia, although most of them have the status-candidates for accession to 
the EU.  For the rest of them as Slovenia, which is an EU member already and 
Croatia, which is about to become an EU state this year, a great deal of the insurance 
policy reforms have already been implemented and successfully put into practice and 
the insurance markets have been sufficiently developed. The importance of the 
insurance market analysis in Serbia, Bosnia and Herzegovina, Montenegro and 
Macedonia grows due to the fact that they are still developing countries and the 
implementation of the law novelties in these countries falls behind those in the EU 
countries. This especially refers to the sphere of life insurance, which dominates in a 
great deal of the EU countries and is one of the less developed spheres in Serbia, 
Bosnia and Herzegovina, Montenegro and Macedonia. That is the reason that makes 
this issue more popular nowadays. It delves into the core of insurance market 
development, searching the essential reason for the underdevelopment of the 
insurance markets, with focus on the life insurance in these countries and at the same 
time it offers and examines the possible measures for the improvement of the 
situation in this area.  
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The concept of the paper is structured in order to answer four relevant questions, 
formulated as basic goals and these are: 
 
1. To identify the insurance market conditions and trends in the foreign 
Yugoslav republics, which are not EU-members (Serbia, Bosnia and 
Herzegovina, Montenegro and Macedonia) by means of comparison 
between the basic indicators of development, attributed to each insurance 
market separately. 
 
2. Establishing the effects caused by latest law regulations influence, the 
modifications and the amendment of the laws, as well as some other 
measures, regarding the insurance issue in Serbia, Bosnia and Herzegovina, 
Montenegro and Macedonia. 
 
3. Analysis of the life insurance markets in Serbia, Bosnia and Herzegovina, 
Montenegro and Macedonia and establishment the reasons for the current 
underdevelopment of these markets, as well as the establishment of the 
necessary measures, in order to stimulate the development of the life 
insurance market in a direction that would provide greater population 
security in these countries.  
 
4. Defining the measures that would stimulate the insurance market 
development in Serbia, Bosnia and Herzegovina, Montenegro and 
Macedonia and would improve its efficiency and effectiveness in the 
aforementioned countries.  
 
The determination of the goals provides the possibility of creating a research which 
would yield the necessary information, later implemented in the phase of the 
determination of measures satisfying the contemporary standards for making policy 
and services that would meet the needs of the insured clients in the former Yugoslav 
republics, which are not EU-members. 
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Analysis of the Basic Development Indicators of the Insurance Markets in the 
Ex-Yugoslav Republics 
 
In this part of the paper it is presented a comparison between separate EU member 
countries and the non-EU countries, taking into consideration the most punctual 
and precise markers to examine and estimate the development of the insurance 
markets in the former Yugoslav republics and these are: the degree of density 
(calculated as a pro between the gross written premiums and the number of 
country's population) and the degree of penetration (calculated as a proportion 
between the gross written premiums and GDP), the number of insurance companies 
dealing with insurance activities and the overall gross insurance premiums per 
annum.  
 
The penetration degree is an indicator that measures the involvement of the gross 
written insurance premium (GWP further on) in the country’s GDP and it is one of 
the basic indicators for estimation of the conditions on the insurance market. In 
Montenegro the degree of penetration from 2004 on indicates growing trends, from 
1.68% in 2002 to 2.18% in 2009. However, in 2010, due to the global crisis 
consequences the gross insurance premiums decreased, which reduced its value 
included in the GDP to 2.05%. In 2010 in Macedonia the total amount of GWP 
that was included in the GDP was 1.53% and generally these were the limits of the 
degree of penetration in the country (the highest value was noted in 2006, with value 
of 1.6%). There was a similar situation in Serbia, regarding the penetration degree. 
The value of GWP included in GDP varied from 1.8% in 2008, to 1.9 in 2010. The 
same goes for the degree of penetration in Bosnia, 1.9% in 2010. 
If we compare these statistical data with the value of GWP in GDP in Slovenia (an 
EU-member) and Croatia (which is about to become an EU-member by the end of 
this year), it is clear that in these countries, which were also former Yugoslav 
republics, the degree of penetration is relatively higher. For example, in Slovenia, in 
2008, its value is 5.4% and 6% in 2009, 5.9% in 2010, whereas in Croatia it varies 
from 3.2% in 2008 to 2.8% in 2009, etc. The value of the indicators in the EU 
countries reaches approximately 8%, for the several previous years. Netherlands and 
Great Britain reaches the highest level of degree of penetration (13.2% and 12.2%), 
from all EU members. 
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The same goes for the data for the degree of density. Despite of the fact that Serbia 
has continuous increase of the average premium per capita (from 38 EUR in 2004 to 
76 EUR in 2009) compared to those in the EU countries, these values are rather 
low. In Bosnia the average premium per capita in 2010 was 64 EUR. Similarly, in 
Macedonia the GWP per capita increases from 50 to 55 EUR, the several last years 
and although the GWP has reached the highest value so far, that is still low in EU 
terms. In Montenegro the GWP per capita amounts 99 EUR in 2010 and the 
highest value was reached in 2009, that is 104 Euro, yet that value is lower than the 
average Europe value, by far (considering the fact that it amounts 1900 EUR per 
capita). When comparing the non-EU former Yugoslav republics and Slovenia and 
Croatia in terms of the density issue, there is also a large difference in the value. The 
average GWP per capita in Croatia is 300 EUR, whereas in Slovenia it reaches up to 
1023 EUR in 2010. 
 
If we compare the condition in terms of the number of insurance companies in the 
former Yugoslav countries, non-EU members with the number in the EU countries, 
there is a clear correspondence between the area of the country and the number of 
insurance companies, yet what is noticeable is the fact that there is a rather low 
number of companies that deal with life insurance in the ex-Yugoslav countries. For 
instance, in the leading countries in the field of insurance, Great Britain and 
Germany, there are approximately 1300 i.e. something less than 600 insurance 
companies, great deal of which cover the class life insurance. Regarding the foreign 
Yugoslav countries, in Croatia there are 26 insurance companies (8 of which are only 
for life insurance and 10 have complex insurance system, i.e. life and non-life 
insurance) proportion of the life and non-life insurance companies which might be 
considered appropriate, in Slovenia there are 21 insurance companies on the 
insurance market, Serbia has 26 insurance companies (7 of which for life insurance 
only and 6 with life and non-life insurance), 13 insurance companies on the market 
function in Montenegro  (5 of which for life insurance only and 2 practice complex 
insurance system). (http://www.hanfa.hr; http://www.nbs.rs; http://www.ano.me) In 
the Republic of Macedonia at the moment there are 14 insurance companies. Only 3 
of them deal with life insurance. In Bosnia and Herzegovina there are 25 companies 
dealing with life insurance. 
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Table 1. Total European gross written premiums — 2001–2010 (€m) 
Member states of 
the EU 
2001 2002 
 
2003 2004 2005 2006 2007 2008 2009 2010 
Austria 12470 12615 13128 13974 15295 15589 15874 16214 16415 16748 
Belgium 20571 22304 25774 28417 33832 29489 31193 29278 28439 29414 
Bulgaria 228 319 342 428 555 643 772 915 850 813 
Cyprus 427 454 526 549 594 646 714 773 815 855 
Czech Rep. 2010 2548 2837 3332 3709 4 099 4445 5196 5130 5824 
Germany 135093 141008 147729 152166 157984 161945 162923 164532 171416 178854 
Denmark 12271 13426 15038 15890 16988 18 698 19565 20622 20322 20917 
Estonia 114 139 168 203 254 284 434 372 367 425 
Spain 41015 48061 40630 45418 48779 52 836 54297 59266 61194 57230 
Finland  11819 12247 12641 13191 14297 14 942 15047 15812 16181 18656 
France 128059 131998 142028 158226 175884 197092 195732 183194 199640 206579 
Greece 2642 2895 3235 3624 3923 4 371 5007 5085 5374 5236 
Hungary 1635 2036 2206 2380 2767 3 142 3071 3540 2963 3063 
Ireland 10518 11208 11884 11998 13580 16 150 18204 13431 12470 12713 
Italy 76254 87708 96993 101038 109780 106502 99095 92019 117802 125954 
 Luxembourg 783 916 891 964 1100 1 138 1222 1899 1808 2033 
Latvia 175 179 195 197 219 291 438 476 373 323 
Malta 163 183 208 237 258 286 352 275 288 321 
Netherlands 43860 44149 46444 48710 48519 73 602 74980 78513 77683 77878 
Poland 6095 6006 5646 6091 7717 9 631 11580 16825 11863 13559 
Portugal 7989 8414 9445 10472 13444 13 123 13751 15326 14516 16342 
Romania n.a. 434 514 614 890 1 276 2016 2440 1804 1988 
Sweden 17751 16964 19264 19096 22384 23 079 24887 25010 23488 28314 
Slovenia 1055 1185 1275 1457 1547 1 726 1894 2019 2070 2094 
Slovakia 736 850 1008 1198 1309 1 439 1714 2031 2027 2067 
United        
Kingdom 
228546 255172 236682 246071 266491 294270 366458 246988 203878 206906 
Candidate 
countries  
          
Croatia 682 753 801 884 993 1 118 1235 1341 1282 1268 
Macedonia     82 88 99 104 100 105 
Iceland 269 294 294 281 344 350 403 279 236 263 
Turkey 2273 2527 2938 3725 4739 5 340 6119 6049 5677 7077 
  Montenegro  23 25 26 32 40 51 60 65 621 
Serbia    203 312 345 403 470 482 509 
Other    
European 
countries 
          
Liechtenstein n.a. n.a. n.a. 1490 2713 4311 4203 3769 5948 6826 
Norway 7872 9172 9498 10381 11968 11945 12965 12711 11846 13784 
Switzerland 33603 36151 33907 32816 32658 31352 30132 33532 35508 39897 
Bosnia and  
Herzegovina 
91 98 99 113 124 135 151 171 173 178 
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In this study, data is combined from five data sources: Statistical publications from 
the European Insurance and Reinsurance Federation, Annual insurance reports from 
the Insurance Supervision Agency of Republic of Macedonia , Annual insurance 
reports from the National Bank of Serbia, Annual insurance reports from the 
Insurance Supervision Agency of Montenegro, Annual insurance reports from the 
Insurance Agency of BiH. 
 
Table 1 presents the statistical data for the total insurance GWP values within the 
period of 10 years, in the European Insurance and Reinsurance Federation (CEA) in 
which all EU countries are members, as well as the GWP value data for Serbia, 
Montenegro, Macedonia (all having the status-candidates for accession to the EU) 
and Bosnia and Herzegovina. By making a simple comparison of the data of these 
two groups of countries, it is obvious that there is no data for Serbia, Montenegro 
and Macedonia at the beginning of the new millennium. The initial numbers 
denoting the GWP in these countries give an impression that the insurance process 
has been imposed in these countries.  
 
However, it is also clear that every following year these countries increase the total 
insurance premiums continuously (Table 2 presents the data of the annual increase 
of the total GWP value in a period of 5 years in these countries and the member 
countries of CEA), which is positive, however the trend of continuous increase 
develops at a slow pace, perhaps due to the fact that just after the promulgation of 
the new reforms in the insurance area in these countries, i.e. right after the 
implementation of the EU directives, the world faced a new financial crisis. 
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Table 2. Annual growth of total European gross written premiums for five years: 
Members states of 
the EU 
2005/06 2006/07 2007/08 2008/09 2009/10 
Austria 1.9% 1.8% 2.1% 1.3% 2.0% 
Belgium -12.4% 5.8% -6.1% -3.0% 3.4% 
Bulgaria 3.1% 34.8% 18.5% -7.1% -4.4% 
Cyprus 6.5% 9.1% 6.8% 6.0% 5.0% 
Czech Republic  3.2% 11.1% 16.6% 4.8% 8.6% 
Germany 2.3% 0.6% 1.0% 4.1% 4.3% 
Denmark 9.6% 4.6% 6.3% -4.5% 2.9% 
Estonia -7.1% 52.7% -14.4% -1.3% 16.0% 
Spain 7.8% 3.0% 10.7% 0.5% -6.5% 
Finland  4.6% 0.7% 5.% 2.4% 15.3% 
France  12.7% -0.7% -6.4% 9.2% 3.5% 
Greece  10.5% 7.2% 1.1% 4.4% -2.6% 
Hungary  21.0% 17.8% -4.3% -7.4% 1.6% 
Ireland 9.7% 12.7% -26.2% -9.9% 1.9% 
Italy  -2.9% -7.0% -7.1%  28.1% 6.9% 
Luxembourg  10.4% 7.4% 55.4% 1.9% 12.5% 
Latvia 29.7% 49.5% 8.8% -33.5% -12.9% 
Malta  13.5% 23.3% -22.0% 4.9% 11.3% 
Netherlands  36.8% 2.1% 2.2% -0.2% 0.3% 
Poland 20.8% 20.2% 45.3% -13.4% 5.5% 
Portugal  -2.4% 4.8% 11.5% -5.0% 12.6% 
Romania  39.6% 58.1% 21.1% -14.4% 9.4% 
Sweden  2.4% 8.4% -0.7% 3.9% 8.3% 
Slovenia  11.6% 9.8% 6.6% 2.7% 1.2% 
Slovakia  6.3% 19.1% 18.5% -0.2% 2.0% 
Great Britain  7.5% 24.6% -32.6% -7.7% -2.3% 
Candidate 
countries 
     
Croatia 11.4% 10.5% 8.5% -2.8% -1.8% 
Macedonia 7.3% 12.5% 5.0% -3.8% 5.0% 
Iceland 13.5% 15.1% -30.4% 7.6% 4.2% 
Turkey  21.6% 14.6% 1.0% 4.3% 15.1% 
Montenegro 25% 27.5% 17.6% 8.3% -4.6% 
Serbia 11.8% 16.8% 16.6% 2.5% 5.6% 
Other European 
countries  
     
Liechtenstein 61.4% -2.6% -10.3% 50.1% 4.9% 
Norway 0.3% 8.5% -2.0% -1.2% 6.7% 
Switzerland -0.3% -3.9% 11.7% -0.7% 2.7% 
Bosnia and 
..Herzegovina 
8.8% 11.8% 13.2% 1.1% 2.8% 
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In 2010, these countries, except for Montenegro, have reached their maximum 
amount of total GWPs, counting from the period they have become independent 
countries. Yet, if this values are compared to the ones reached in the other European 
countries it can be clearly seen that the insurance markets in Serbia, Montenegro, 
Macedonia and Bosnia and Herzegovina are far from the insurance markets in the 
EU members, in terms of the developing qualities, even though for some of them the 
results are stagnant, denote a decline or the insurance market is a buyer’s market, etc. 
In 2010, Montenegro was on the bottom of the list, in terms of the achieved 
insurance premium. The Gross written premium on the insurance market in 
Montenegro, in 2010 slightly declined due to unfavorable trends in the real and 
overall financial sector by 5.16% in comparison to the previous year and amounted 
to 62.186 million EUR), than Macedonia, which was one position upper on the list, 
with 105 million EUR GWP and it was preceded by Bosnia and Herzegovina, 
reaching 178 million EUR GWP. Serbia, whose area is much wider, in addition to 
the population, whose number is much higher reaches 509 million EUR GWP and 
succeeds to surpass just Latvia, Malta, Estonia and Island, countries whose territory 
occupy far less area and the insurance markets are rather small. Croatia and Slovenia, 
whose population number is lower than the Serbian population number has two 
times (the former) four times (the latter) higher GWP for 2010. 
 
Characteristics of the insurance markets in Serbia, Montenegro, Macedonia 
and Bosnia from insurance law regulative aspect 
 
The insurance markets in Serbia, Montenegro, Macedonia and Bosnia developed 
gradually, in a subsequent manner, following the latest laws. After The Insurance 
Law, The Law on Insurance Supervision and The Law on Obligatory Traffic 
Insurance have been passed, in addition to the already existing Law on Obligations 
and the foundation of the insurance companies, on the basis on the modified 
business conditions and the specification of the General Specific and Separate 
insurance conditions, as well as the other normative acts in the sphere of insurance, 
these countries have established new, insurance market system.  According to the 
new law regulations in these countries, the insurance issue was placed in new, 
qualitative, law and organizational frame. Therefore, we may conclude that the 
insurance markets in these countries follow the contemporary world trends in this 
field and yield the following conclusions: 
  
Insurance Market Development in the Former Yugoslav Republics, Non-EU Countries 
 
 161 
 
The world insurance market develops rapidly and in future it is expected 
development at a higher pace and spreading of the insurance activities, especially in 
the sphere of life insurance; the role of the financial mediators becomes more 
important as a result of the latest tendencies and the international climate in Europe, 
after the adoption of the EU directives regarding the freedom of trade and capital 
movement and their integration outside of their original country.  
 
After the new insurance laws have been passed, especially after the passing of The 
Law on Insurance Supervision (somewhere known as Insurance Law) and the law 
modification, there was a change of the insurance market conditions in Serbia, 
Montenegro, Macedonia and Bosnia. The Law on Insurance (Insurance Supervision) 
is the basic law frame, whereas the Law on Obligations and the Law on Trade 
Companies are the additional law frame.  By the aforementioned laws passing, there 
has been performed significant adjustment of the domestic insurance regulations in 
these countries, in accordance with the entire EU law acts corps (acquits 
communautaire) from the insurance sphere. The great modifications in insurance 
law regulations in the former Yugoslav republics enabled continuous increase in the 
GWP on the insurance market, increase in the number of insurance companies and 
insurance broker’s groups possessing a license, providing and managing the resources 
from the National Insurance Office Guarantee Fund, increase in the employment 
number in the sector and further improvement of the primary law regulations. 
 
These facts raise the question: “Why these countries haven’t reached the EU 
countries development level in the field of insurance yet?” There are two possible 
answers to this question: the late implementation of the EU insurance directives, as 
well as the global economic crisis. 
 
The initial insurance directive in the EU countries and in the same time the initial 
auto liability insurance was passed in 1972. Its goal was to implement the EU laws 
on auto liability in a gradual manner. This directive was the first that assigned the 
implementation for obligatory auto liability insurance. In contrast, in Macedonia the 
Law on Obligatory Traffic Insurance was passed in 2005, the same year as the Law 
on Obligatory Liabilities Insurance in Bosnia and Herzegovina. In Montenegro the 
Law on Obligatory Traffic Insurance was passed in 2007, whereas in Serbia, in 2009. 
The conclusion is that the legal system in these countries has waited for more than 
30 years to pass the Law on Obligatory Traffic Insurance. As for the principles and 
the standards of insurance of the International Association of Insurance Supervisors, 
as well as the insurance EU directives in these countries, they are being regulated by 
Nikola DACEV 
 
162 
 
Journal of Economic and Social Studies 
 
the Law on Insurance Supervision in the Republic of Macedonia, passed in 2002, 
Law on Insurance in Montenegro, passed in 2006, the Law on Insurance in Serbia, 
passed in 2004, etc.  
 
The process of passing this law was directed towards the implementation of certain 
rules for risk management of the insurance companies, as well as for the 
establishment of new, contemporary, analytical and professional approach. These 
laws also enabled that the work of the insurance companies in these countries 
becomes far more compatible with the work of the insurance companies in the EU 
countries. 
 
The dysfunction of the markets and the tension in the sphere of credits, created on 
the behalf of the banks in the recent years had a negative influence on the insurance 
industry increase , all over the world and these could be the source of the reasons for 
the slower development of the insurance companies in the ex-Yugoslav republics, 
non-EU members. 
 
Life Insurance Market Development, Marketing Strategy Building of the 
Insurance Companies as a Major Weakness of the Life Insurance Markets 
 
All the information exposed in the paper so far raises the question:”Which class of 
insurance has the greatest potential for development in these countries?” That is the 
life insurance class, undoubtedly and in addition this fact raises the issue of the low 
total insurance premium in Serbia, Montenegro, Macedonia and Bosnia.  
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Table 3: Total European Life gross written premiums – 2001-2010 (€m) 
Member states 
of the EU 
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 
Austria 5831 5617 5704 6165 7124 7183 7206 7362 7416 7552 
Belgium 13170 14431 17524 19891 25177 20382 21658 19352 18371 19103 
Bulgaria 45 76 38 52 77 95 117 128 103 110 
Cyprus 251 260 265 266 274 294 322 341 353 376 
Czech Rep. 478 708 842 1219 1318 1457 1687 1964 2044 2600 
Germany 62565 65301 68574 70343 75244 78455 78967 79586 85248 90365 
Denmark 8132 8891 9676 10143 11007 12471 13617 14540 14354 14938 
Estonia 23 29 37 52 81 84 180 127 133 182 
Spain 22864 26531 17799 19530 21004 23341 23241 27489 29131 27337 
Finland 9367 9680 9982 10357 11251 11806 11918 12548 12853 15222 
France 84635 85500 92022 10534
1 
12066
8 
14020
3 
13708
0 
12236
8 
13792
3 
14321
6 
Greece 1292 1310 1435 1729 1935 2311 2515 2489 2500 2307 
Hungary 682 834 885 968 1218 1592 2024 1834 1466 1606 
Ireland 7168 7253 7644 7930 9739 12327 14594 10097 9346 9671 
Italy 46329 55294 62780 65627 73471 69377 61439 54565 81116 90102 
Luxembourg 277 398 343 389 490 511 549 1194 1125 1288 
Latvia 7 7 8 10 16 24 37 27 51 61 
Malta 75 84 104 129 142 171 228 181 193 224 
Netherlands 25879 24052 24838 25136 24824 25730 26464 26446 24401 21586 
Poland 2522 2569 2538 2778 3809 5418 6743 11100 6997 7866 
Portugal 4487 4562 5402 6250 9136 8762 9369 11005 10384 12173 
Romania n.a. 111 122 137 235 252 448 507 229 388 
Sweden 13112 11749 12503 12314 15059 15452 17508 17723 18209 22203 
Slovenia 225 268 305 429 465 541 609 642 630 656 
Slovakia 321 367 410 486 571 680 853 1066 1062 1126 
Great Britain 16684
4 
18657
0 
16637
5 
17656
0 
19397
9 
22291
8 
29524
9 
18573
4 
14920
6 
14571
8 
Candidate 
countries 
          
Croatia 124 155 178 209 256 297 338 352 339 336 
Macedonia     2 2 3 4 5 6 
Iceland 21 26 28 29 33 31 34 21 15 18 
Turkey 418 466 608 689 741 766 745 827 835 1092 
Montenegro   0.1 0.5 1 2 6 7 8 8 
Serbia     29 36 44 57 71 84 
Other 
European 
countries 
          
Liechtenstein n.a. n.a. n.a. 1490 2596 4171 4030 3534 5596 6419 
Norway 4382 5209 5332 6283 7561 7442 8371 7973 7140 8382 
Switzerland 21944 23612 21154 19585 19229 17847 17477 18651 19483 21828 
Bosnia and 
Herzegovina 
   13 15 18 25 29 31 33 
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In Table 3 there is statistical data for the achieved life insurance premium in the 
above mentioned countries and in all member countries of CEA. The CEA members 
reach a proportion of 60%-40% between the life and the non-life insurance on 
average, where the life insurance has the advantage. In Serbia, Montenegro, 
Macedonia and Bosnia the proportion is 95%-5% on average and the non-life 
insurance have the advantage, and that is a serious problem, which increases the 
necessity of finding an appropriate solution for the development stimulation, 
especially in the life insurance class in the mentioned countries. When comparing 
Serbia, Montenegro, Macedonia and Bosnia with the CEA-countries, in terms of the 
acquired life insurance premiums, the large difference between the total insurance 
premiums is clearly noticeable. We will mention 2010, one more time as a year in 
which Serbia, Montenegro, Macedonia and Bosnia have reached the highest life 
insurance premiums, since they have declared independence. Macedonia was on the 
bottom of the list, with 6 million EUR GWP of life insurance, preceded by 
Montenegro with 8, then Bosnia with 33, Latvia reaches 61, while Serbia’s GWP 
exceeded to 84 EUR. On the contrary, the smaller area countries, Croatia and 
Slovenia acquired GWP of 336 (the former) and 656 (the latter), in 2010 which was 
far more than Serbia’s amount. In order to ascertain the reasons for the low number 
of citizens that have insured their life, a survey was conducted (by the means of social 
networking-Facebook) questioning citizens from Serbia, Montenegro, Macedonia 
and Bosnia. The survey consisted of 6 questions, 2 of which were not obligatory (4 
and 5). The results are represented in table 4 (the final results), table 5 (separate 
results by country) and graphics-1 (the results are presented with numbers) and 2 
(the results are presented in percent). 
Table 4. Tabular display of results derived from the questionnaire for life insurance: 
1 2 3 4 5 6 
Yes No Yes No Yes No I 
don’t 
kno
w 
I 
don’t 
know 
where 
and 
how 
I don’t 
understan
d what it 
is 
I do 
not 
trust 
I 
have 
no 
mon
ey 
Yes No Yes No 
288 12 247 53 18 282 44 43 32 58 105 0 18 229 71 
Total of 300 respondents 
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Figure 1. Graphic display (results are expressed in numbers): 
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Figure 2. Graphic display (results are expressed in percentages): 
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Table 5. Tabular display of results derived from the questionnaire for life insurance 
by countries: 
        1       2        3                                         4         5        6 
 Yes No Yes No Yes No I 
don’t 
know 
I 
don’t 
know 
where 
and 
how 
I don’t 
understand 
what it is 
I do 
not 
trust 
I have 
no 
money 
Yes No Yes No 
Bosnia and 
Herzegovina 
69 3 65 7 5 67 14 9 12 7 28 0 2 58 14 
Macedonia 74 6 53 27 3 77 8 15 7 10 34 0 6 63 17 
Montenegro 53 1 51 3 4 50 12 7 10 4 16 0 5 38 16 
Serbia 92 2 78 16 6 88 10 12 3 37 27 0 5 70 24 
Total 288 12 247 53 18 282 44 43 32 58 105 0 18 229 71 
 
There were 300 participants in the survey. On the first question, “Is there life 
insurance in your country?” 288 (96%) answered positively, whereas just 12 (4%) 
gave a negative answer. The second question, “Do you know some insurance 
company in your country, offering life insurance?” 247 (82.3%) answered “yes” and 
53 (17.6%) answered “no.” Further, the third question, “Have you ever insured your 
life?” was positively answered by just18 (6%), whereas the rest 282 (94%) said “no.” 
When they were asked to indicate the reasons for not insuring their life, as a fourth 
question, 44 (15.6%) answered, “I don’t know”, 43 (15.2%) said that they didn’t 
know where and how, while 32 (11.3%) said, “I don’t understand what is that”; 50 
(20.5%) said that it was due to the lack of confidence in the entire process, whereas 
105 (37.2%) were not able to provide money to pay. The question number 5 
referred to the insured clients, if they knew that the life insurance means saving of all 
the money and all 18 of them answered “no.” The last question, “if you have the 
possibility, would you insure your life?” was answered with 229 (76.3%) positive 
answers and 71 (23.6%) negative. Taking into consideration the fact that the 
participants in the survey were younger people, which were expected to be educated 
(or at least literate) and to use actively the contemporary network means of 
communication and information (and have access to the latest information), 
according to the results it is the opposite, the number of uninformed is high and that 
is ¼ from the interviewed. A high percent of the people also don’t know “where and 
how” and a great deal of them doesn’t know what that is. A lot of the interviewed 
didn’t know even why they would insure their life, which denotes that hadn’t even 
thought about it. The inability of some people to provide life insurance due to the 
money factor is a clear indicator of the economic situation in these countries, as well, 
in addition to the fact that there were people that hadn’t insured themselves due to 
the lack of confidence in the system. The most striking result is that even those that 
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were informed in terms of the life insurance were not familiar with the fact that that 
involves saving money. That indicates that in these countries the life insurance is still 
an issue the people are not sufficiently acquainted with. Low is the number of people 
introduced to the idea that life policy is a kind of money saving or investment of the 
savings.  
 
Due to the possible non-objectiveness, lack of the motivation and seriousness while 
giving answers through the social networks, as well as the inability to group the 
interviewed in separate categories, according to their age, gender and education, 
there was a need to re-check the results, through a survey that would provide a direct 
contact with the survey participants. The survey was taken at several places: Bihac, 
Bosnia, Vranje, Serbia, Bjielo Pole, Montenegro and Skopje, Macedonia and the 
results are in Table 6.  
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Table 6. Tabular display of results derived from the questionnaire for life insurance 
on field: 
 m f 20-
30 
years 
old 
30-
40 
years 
old 
40-
50 
years 
old 
Higher 
education 
Secondary 
education 
Primary 
education 
Do you 
have life 
insurance 
in your 
country? 
Would 
you buy 
life 
insurance? 
Do you 
know 
where to 
buy life 
insurance 
products? 
Bosnia and 
Herzegovina 
16 4 11 5 4 10 8 2 Yes:5 
No:7 
I don’t 
know:8 
Yes:2 
No:9 
I don’t 
know:9 
Yes:2 
No:18 
I don’t 
know: 0 
Macedonia 11 9 8 6 6 9 8 3 Yes:7 
No:6 
I don’t 
know:7 
Yes:3 
No:8 
I don’t 
know:9 
Yes:3 
No:17 
I don’t 
know: 0 
Montenegro 17 3 11 8 1 8 10 2 Yes:4 
No:8 
I don’t 
know:8 
Yes:5 
No:9 
I don’t 
know:6 
Yes:3 
No:17 
I don’t 
know: 0 
 
Serbia 18 2 9 5 6 8 11 1 Yes:7 
No:3 
I don’t 
know:10 
Yes:7 
No:8 
I don’t 
know:5 
Yes:5 
No:15 
I don’t 
know: 0 
Total 62 18 39 24 17 35 37 8 Yes:23 
No:24 
I don’t 
know:33 
Yes:17 
No:34 
I don’t 
know:29 
Yes:13 
No:67 
I don’t 
know: 0 
 
Again, a standard questionnaire was used, due to its greater objectiveness, the lower 
possibility for subjectivism, as opposed to the non-standard questionnaire and the 
fact that its structure enables easier comparison of the results; it is economical, 
precise, directed towards a certain goal, efficient and provides easier mathematical 
and statistical data analysis.  A smaller group of people was chosen to participate in 
the questionnaire, in order to achieve punctual and precise data. There chosen 20 
people of each place, 80 people total, more of which male, on the age of 20-40, 
higher or secondary education. The results were the following: the first question, “Is 
there life insurance in your country” mostly was answered with “no”, on the second, 
“Would you insure your life”, a great deal of them answered “no” or “I don’t know’ 
and on the third question, “Do you know where to buy a life insurance product, the 
dominant answer was “no”.  According to the results, there is no great difference 
between the surveys in the capital city or some smaller places, far from the capital, 
because they are almost equal.  What may be concluded from the survey directly 
conducted is that the citizens from these countries are uninformed in terms of life 
insurance, which implicates that the insurance agents’ terrain work is not properly 
arranged. 
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Probably it is the already existing companies’ guilt, regarding their lack of activity in 
this field; however the supervision agencies are also involved, since in some 
countries, they are offering training for their agents, in addition to the trainings 
offered by the insurance companies. It is interesting that the outdoor survey gave 
contradictory results, in terms of the question, “Would you insure you life?” 
compared to the same question on the social networks. On the question, “Would 
you insure you life” most of the interviewee answered “no” or “I don’t know”, which 
clearly denotes the vital problem the most of the insurance companies have and that 
is the insufficient affirmation of the products from the life insurance, the low 
marketing strategy, as well as the insufficient education of the insurance agents, 
whose responsibility is to present the life insurance products to the people in an easy 
and comprehensible manner. 
 
From everything that was mentioned so far, the conclusion is that the reasons for the 
low life insurance development in these countries are the low living standard, the 
insufficient education regarding the life insurance products, the insufficient 
infrastructure of the regulations and the supervising activities on the insurance 
market,etc.  
 
The question is “Why is so low the number of people that are acquainted with this 
information? Why in the other countries the life insurance is a regular practice, but 
in the ex-Yugoslav republics it is considered to be a luxury, not being taken into 
consideration as necessary?” Because of this condition, the insurance companies 
should develop the marketing service which would inform the citizens about the 
meaning of life insurance, what it covers, what are the benefits, what is the difference 
in comparison with the other kinds of insurance, where the assets are irrevocable, 
unlike the life insurance, etc. Also, the insurance agents training programs are of vital 
importance. The tasks given to the marketing agents, to perform should be the 
following: giving information, comprehensible explanation during the direct contact 
with the possible insurance clients, motivation of those that haven’t ever thought 
about life insurance, presentation of the benefits, by the usage of special manners and 
techniques, taking into consideration the intellectual status of the client, as well. 
Because of that, the agent should posses intelligence, flexibility, adaptability, positive 
fluid, temperance, meekness, in other words, they should be a fully developed and 
mature person. Of course, the education of the future insurance client is especially 
important, as well, since that is something that they should deal with in the future. 
Here, we have to emphasize the importance of the marketing that is crucial for the 
proper functioning of one insurance company on the market. The basic principles of 
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the market are concluded from the following thoughts:  By the means of the 
marketing instruments and tools it is necessary to search opportunities for satisfying 
the constant needs, as well as to reveal the effect of the numerous varieties in the 
surrounding on the constant needs and wishes and to discover a method, how they 
would be satisfied. (Avdalovic, Avdalovic, & Kalinic, 2004) Philip Kotler (2000) 
emphasizes the essence of the marketing, saying that marketing is a process, by which 
an organization links to the market in a creative, productive and profitable manner.  
 
Proposal Measures for the Development of the Insurance Markets in Serbia, 
Montenegro, Macedonia and Bosnia and Herzegovina 
 
After the detailed analysis of the data, regarding the implemented reforms on the 
insurance markets in Europe, the stimulation measures necessary for of the insurance 
market development in the former Yugoslav republics, non-EU members can be 
clearly established. I would recommend the following insurance politics to the 
creators: 
 
The Competition reinforcement would enable a possibility to implement new 
insurance products, with a better quality and lower prizes, offering a wider spectrum 
of insurance products that increase the possibility a greater number of citizens to 
provide insurance. For example, the unit-linked products, which are insurance 
products, linked with the investment funds. Also, the possibility for the citizens to 
open insurance funds should be mentioned as an alternative, where they would 
participate on their own, by investment of assets that will cover a part of the loss, in 
a case of damage. In fact, in the insurance industry in the world, there are two types 
of companies, shareholdings and mutual companies. (Kong & Singh, 2005) An 
insurance company being formed as a shareholding company is a company formed 
and governed by the shareholders and managed just for a profit, as in the case with 
the insurance companies in Serbia, Montenegro, Macedonia and Bosnia. A certain 
amount to the insurance premium is being installed and the owners of the business 
share the profit. The mutual insurance company is a company that has no basic 
assets and which is in a possession of the policy bearers. (Hancock, Huber & Koch, 
2002) A committee of directors is being voted and they manage the company and 
run the business. All assets belong to the owners of the policies and they might be 
paid off to them in a form of dividends or reduced premiums. (Walker, 2006) The 
company that would like to insure its members according to the in common 
principles is probable to gain a license from a supervising, authoritative organ, in 
order to start working as a mutual insurance company, which is identical to the 
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shareholdings insurance company. (Federal Insurance Supervisory Office, 2000) The 
mutual insurance companies appear to be a great solution for separate classes of 
insurance, as well as the agricultural insurance, one of the low developed classes in 
these countries, instead of the great need from insurance of the agricultural 
possessions, due to the frequent climate changes in these parts of the earth. 
 
The same goes for the increase in the activities of the already existing insurance 
companies, through a higher number of investments in the insurance, for its 
maintenance, as well as further development. Also it should be emphasized the 
development of the marketing strategies and of the companies, which according to 
the survey might be the main reason for the underdevelopment of the insurance 
market in these countries (the disinterestedness of the citizens, in terms of the 
insurance sphere, the lack of information about the insurance possibilities, etc.). 
(Lereah, 1985) Insurance companies are required to take a rather pro-active part in 
the development of distribution channels for insurance, by increasing the number 
and the quality of insurance intermediaries (brokers and agents), providing higher 
number of trainings for the employees in the insurance sale field (which would 
improve their sales skills), in addition to insurance sales through the internet, phone 
etc. (Franciskovic, 1986; Eckardt, 2007) Also, the role of the state is of a great 
importance, regarding insurance, through modifications adoption or passing of new 
laws, certain tax alleviation, insurance investment-e.g. monetary help to the 
insurance companies to cover the damages, etc. All in all, this is just a part of the 
measures that could be undertaken, in order to stimulate the insurance market 
development in the former Yugoslav countries, non-EU members. It is obvious that 
this is not an action which could be performed at once and it is quite logical that it 
requires a favorable climate, but the gradual  implementation of  the policy, similar 
to the insurance policy in the EU countries is of major importance, despite of the 
fact that the survey results demonstrate, that  the insurance markets in the foreign 
Yugoslav countries have achieved positive increase in the recent years, due to the 
implementation of the latest law novelties, so it is still early to make conclusions. 
The results should be analyzed several years later, when crisis consequences won’t be 
felt anymore and the insurance market will be in a phase, in which there will be 
much more results in the insurance field. 
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It is certain that the report results would have been rather different i.e. the insurance 
market in the foreign Yugoslav countries would have been much more developed, 
provided that the insurance markets had undertaken all these steps, with the 
exception of the economic factor that is the most realistic one in the entire study. 
 
Other Possibilities of Citizen Protection 
 
Observing from several aspects, the stimulation of the insurance markets in the 
former Yugoslav countries has a great importance, however, the most important is 
the protection of the citizens. Therefore, despite of the insurance buying, that 
provides money compensation in a case of damage, the citizens are supposed to think 
to another means of protection, as well, especially in those countries in which a small 
number of citizens are being insured. The expected loss might be decreased in two 
ways: the measures might reduce either the greatness of the damage, or the 
probability of damage, or even the both. The first alternative refers generally to the 
lowering of the loss whereas the second refers to the loss prevention. The loss 
prevention usually is called just protection, whereas the lowering of the loss, just 
insurance. For example, the spilling systems lower the loss in a case of fire; still they 
don’t reduce the possibility of causing fire. On the contrary, the theft-protection 
systems reduce the probability of stealing; however they don’t decrease the 
magnitude of the damage. The protection measures from the natural catastrophes 
also lower the graveness of the potential loss, while it is impossible to alter the 
probability of natural catastrophes. (Hofmann, 2009) 
 
Conclusion 
 
From the already examined analyses from several aspects, regarding the vast majority 
of insurance markets in Serbia, Montenegro and Bosnia, the final conclusion is that 
these insurance markets constantly make progress in the recent years, having into 
consideration the fact that there are even greater possibilities for development in the 
future. 
 
What is typical about these countries is that there is an impression that the market of 
insurance exists only in the last ten years, because that this the period when the new 
insurance supervision laws and the changes of the laws have been adopted. 
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That  provided entrance of the foreign capital, strengthening  the competition on the 
insurance markets in these countries, as well as enrichment of the offers of insurance 
products and services, in addition to the agricultural production insurance, the latest 
product-Mini Casco launching, the liability insurance promotion, the establishment 
of control and supervision bodies, whose goal is to reinforce the supervising control 
over the insurance supermarkets (in most of the countries, that is the Supervision 
and Insurance Agency), etc. With the opening of these insurance markets and the 
growth of their attractiveness, there have been noticed a gradual increase in the 
GWP, mostly in terms of the non-life insurance. 
 
However, we talk about markets which are still relatively small and underdeveloped, 
compared to the insurance markets in the EU countries, especially in terms of the 
GWP involvement in the GDP of the country, the yearly premium per capita, the 
market contraception and the premium structure. The underdevelopment of the 
market refers to all insurance classes and subclasses. This is even more striking when 
we talk about life insurance, whose development mostly depends on the life standard 
in the country and the economic stability, the unemployment rate, the county fiscal 
policy, the money market, as well as the established systems, in terms of obligatory 
social and pension safety. 
 
In the paper it was presented a survey, giving the reasons for the underdevelopment 
of the life insurance and a comparative analysis of the life insurance premiums, in the 
former Yugoslav republics, non-EU members and the EU member countries and the 
conclusion is the following: the life insurance in Serbia, Bosnia, Montenegro and 
Macedonia is on a very low level, despite of its constant rise in the recent years and 
provided that certain measures are undertaken, its development will be stimulated 
and there will be a possibility for these countries to follow the insurance trends in the 
other European countries. 
 
In the near future the development and the widening of these markets are 
unavoidable and a rise in the citizens’ interest in terms of life insurance is expected. 
However, the insurance companies should also offer new, higher quality insurance 
products for their clients. 
 
Even though the insurance companies in the ex-Yugoslav countries, non-EU 
members  are profitable, that cannot  improve the impression  that their insurance  
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markets are being underdeveloped. All in all, my conclusion is that this condition is 
due to the following reasons: economic factor, the lack of information, the distrust, 
prejudices, etc and that could be improved by the already mentioned measures in the 
paper analysis. The insurance companies have the most important role in this 
process, in addition to the improvement of the overall economic situation in these 
countries. 
 
The accidents and the natural disasters cannot be avoided, but it is difficult to 
predict or imagine the damages, therefore the insurance is necessary. However, for 
me personally: The insurance process itself is of a vital importance, but it is more 
significant that the insured case, never takes place. 
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ABSTRACT: The aim of this paper is to examine the extent 
and  impact of the global financial crises on position of the 
banking sector of Western Balkans covering both pre-crisis 
and crisis period as well as to provide an explanation for 
these trends.This paper deals with cross-country comparison 
analysis  of banking in Western Balkans before and during 
crises. Altough,  depth of the crisis in the banking sector of 
Western Balkans  is not yet fully evident, selected  indicators 
in this paper  point to its direction. The research alone has 
determined the paper’s structure which consist an analysis of 
the impact of the global financial crisis on recent occurrences 
in the banking of the region.  
 
Impact of global financial crises has been transmitted on the 
position banking sector selected countries through several 
sources, especially through:  impact profitability, credit 
growth has dropped significantly and asset quality has 
deteriorated markedly. 
 
Altough the economies of Western Balkan countries in crisis 
period performed differently the results of the comparison 
show that theglobal financial crisis has  a substantial impact 
on the banking sector of the region.  
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Introduction 
 
In the last 15 years, banking of Western Balkans has come a long way from 
stumbling, radical reforms to healing. Among other things, a high degree of vitality 
and ability was demonstrated to strengthen the deposit potential of banks and restore 
lost public confidence. Overall, the continued growth rates in the Western Balkans 
over last ten years were converged mostly due to similar policies of economic 
stabilisation and a period of relative political stability.No matter what are the ways of 
institutional and administrative changes for each country, they are visible almost 
identical areas in which they made the necessary structural reforms, as in the case of 
banking markets. This position of the banking sector in Western Balkansis the result 
of the process of structural reforms implemented in most banks of these countries in 
1990s signaling the begining of transformation from socialist ownership to private 
ownership and market economy. Significant progress has been made in the area of 
the privatisation of banking sector which is almost completed in most of the selected 
countries in during 1990s.With its comprehensiveness reforms have changed the 
whole structure of the banks in terms of the ownership, organizational and business. 
They emphasized creation of favorable conditions for entry of private capital and 
eliminating barriers to entry foreign (western) banks. In addition, the low credibility 
of the Western Balkans, the absence of additional credit ratings was greater 
complexity for the situation by forcing banks to borrow abroad at much less 
favorable conditions. 
 
The adoption of new laws created a framework dealing with the instruments and 
institutions of the banking market. Changes that were later made to existing laws by 
their character were editing market-oriented concept of development and 
functioning of the banking market in order to strengthen the financial system of 
Western Balkans with the appropriate parties and different offerings of  banking 
products and services. More or less in all transition countries facing the reality of 
market economy and risks were something new and they all had to adapt to it 
quickly. Price paid for getting used to the new reality was not small, given the loss of 
public confidence. 
 
The issue of major reforms in the field of banking imposed an imperative. The 
implementation of these measures led to significant changes and improvements in 
almost all transition economies.  
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The reforms introduced have not only put the countries of the Western Balkanson 
the path to growth but also made its economy strong to sustain positive trends in 
coming years. After the credit boom years between 2003 and 2007, which were 
characterised by strong credit growth the economy of Western Balkans saw a 
downward trend in economic growth in the period between 2008-2010 on the back 
of the unfolding global financial turmoil.A recent survey, conducted by Jiménez and 
Saurina (2006) was pointed out that there is positive, although quite lagged, 
relationship between rapid credit growth and future nonperforming loans of banks. 
In according their finding during lending booms riskier borrowers obtain funds, and 
collateral requirements are significantly decreased. The same turned out to be time 
for the Western Balkans.  
 
The spillovers from the global crisis fully hit the economies of Western Balkan and 
led in 2009 to the deepest recession since early transition. The countries of the 
Western Balkans have faced significant challenges since the latest financial crises 
began in 2008. However, 2009 has proved to be a difficult year for all economies of 
the Western Balkan countries. The credit expansion of Western banks caused 
instability in many transition economies where these banks had operations. 
Especially if we know that many transition economies are dependent on remittances 
or on revenues from natural resources, all of which sharply decreased with the 
downturn. The paper begins by giving an overview of  the banking sector  in 
Western Balkans  in pre - crisis by describing the development structure of the 
banking sector. Then, the consequences of the global crisis will be explained  and its 
implications  will be highlighted.    
 
Objective and Methodology 
 
The main objective of the study is to analyze the certain banking variables in order 
to have a bigger picture about effects of the latest financial crisis on stability and 
efficiency of banking sector of Western Balkan.This study uses a cross-country 
comparison methodology and examines the following aspects:  Capital adequacy, 
liquidity position and efficiency of the banking sector of the Western Balkan in pre 
crisis and crisis period.  
 
In our analysis we use annually data series which are sourced from the following IMF 
databases: International Financial Statistics (IFS), and Global Financial Stability 
Report (GFSR), The United States Agency for International Development (USAID) 
Partners for Financial Stability Program (PFS), from the national central banks, their  
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annual reports. The data covers the period between 2003-2010 and included 6 
countries of Western Balkan: Albania, Bosnia and Herzegovina, Croatia, Macedonia 
FYR, Montenegro and Serbia.  
 
How the crisis started? 
 
Improving the institutional framework of the banking sector in the Western Balkans 
shows that it should be helpful for banks to reduce the credit risk there. The 
momentum of banking reform began in the 1990s in all transition economies was 
fully focused on strengthening the safety and soundness of the banking system, 
improving efficiency and eliminating all distortions expressed in non profit  activities 
of banks in the area where they are concentrated and accumulated losses and 
outstanding debts from other sectors of the economy. In addition, income growth 
and growth in production is assumed to be largely stimulated by continued increase 
in demand for loans. Further, positive results in the economy especially after 2003 
reinforced the positive expectations about future incomes and profits, which led to a 
further increase in demand for loans. 
 
Equally important is that in the pre crisis period (2003-2007) the economies of the 
Western Balkan had enjoyed solid economic growth mainly fuelled by large inflows 
of bank credits, enabling increased domestic borrowing. In some cases, notably 
Montenegro, average annual rates of credit growth exceeded 90percent. Over this 
period, in Bosnia and Herzegovina, Macedonia, Serbia, and Albania, average annual 
rates of credit growth were between 20percentand 30percent. On the other hand, 
Croatia managed to keep the rate of credit growth within reasonable bounds, 
averaging 15percentover the period. 
 
The latest financial crisis was transmitted to the region of Western Balkans with a 
delay, so that the first adverse effects are felt at the middle of 2008. Adverse effects of 
the global financial crisis were hit first by banks and mostly economies of this region 
began to face a crisis of confidence in the banking sector and a large reduction in 
inflows from abroad. The consequences of the global crisis were expressed primarily 
through the rationalization of credit, falling export demand and commodity prices, 
cut in foreign credit lines and low remittances. 
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Table 1. Selected Macroeconomic indicators  
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Regardless of the consequences of financial crisis it should be noted that the 
economy of the region suffers from serious macroeconomic imbalances. This is the 
reason why they are reflected primarily in higher budget deficit that generally 
increase domestic demand for foreign goods causing foreign trade deficit to rise. In 
particularly, to make matters worse, this crisis has significantly reduced the flow of 
cash flows to finance these deficits. Another sharp contrast between pre-crisis and 
crisis period relates to output dynamics and due to lower growth in GDP and export 
revenues. In the period of crisis the average GDP growth rate of Western Balkan 
countries has fallen while external debt to GDP in Albania is almost doubled. A 
detailed breakdown is presented in table 1 to show the results for the change in 
output and demand growth are presented in Table 1.  
 
The economy’s development in selected countries was particularly successful in the 
period between 2003-2007 when was dynamic growth in all basic sectors. The 
summary statistics on selected macroeconomic indicators in selected economies  
suggestus that consequences of the global crises demonstrated the growing 
unemployment, raise the cost of financing external debt, as well as fall of gross 
foreign exchange reserves (with the exception ofAlbania). Despite several years of 
enviable economic performance with annual growth rates averaging 5.5 percent in 
pre-crisis period difficulties began to emerge in 2009 culminating in recession. In 
comparison to theperiod of pre crisis (2003-2007) lower growth ratesare mainly 
recordedin crisis period, rising food prices and energy as well as decline in growth 
rate of real GDP.  The inflation remained low in single digits despite current 
account imbalance and fiscal deficit increased (the exception was Serbia where 
inflation in 2008 accounted over 12 percent). Except for Albania, all selected 
countries are surprisingly below their pre-crisis growth path. 
 
In addition, the external position of these countries remains weak due to the large 
foreign trade deficit. Also, in 2009 with the exception of Albania all the rest 
countries of Western Balkan were facing with the recession and its adverse effects. 
Although many economies have demonstrated moderate positive economic recovery 
and out of the crisis in 2010, something like that cannot be said for the economies of 
the Western Balkan countries. The weakening of economic activity is confirmed by 
foreign trade activities, reduction of foreign exchange reserves, rising unemployment 
and increasing fiscal deficit. In 2010, external debt in Croatia has risen since 2007 
and exceeded 100 percent of GDP. 
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Cross-country Comparison Analysis of Banking Systems 
  
Establishing a stable and healthy financial system in Western Balkans had 
fundamental importance for the transition to market-oriented economies. However, 
time has shown that such a transition was difficult and arduous with many 
challenges that region has faced. A sound macroeconomic environment is generally 
seen as a prerequisite for the dynamic development of a banking system in 
abovementioned region. In that sense, for many years the development of the 
banking sector in Western Balkans reflected the uncertain and fragile 
macroeconomic environment.  
 
Significant changes in the economic environment on a global scale have been 
observed in early 2008, particularly during 2009. The latest financial crises 
considerably altered external economic environment for all six countries. The 
implications of the global financial crisis have demonstrated specific effects on the 
economy of the Western Balkans. Due to the reduction of external capital inflows 
and low accumulative capacity of the domestic economy, there was a shortage of 
resources for lending by commercial banks. In the foreground are banks because they 
occupying the largest share of the financial system. Commercial banks' share of total 
financial assets is at over 80%, measured by total assets. In other words, this means 
that banks are the dominant channel of trade finance and the economy. This 
indicates the huge importance that banks maintain a prevailing position in the 
financial sector’s structure in compared to other financial intermediaries that have on 
the overall economy of the region. The remaining market share was divided among 
the other financial intermediaries (investment fund, leasing companies, insurance 
companies, and pension funds) which market share is almost neglected. In other 
words, it confirms a fact that financial systems of the Western Balkan countries are 
bank-centric while the other financial markets in the Western Balkans are still 
shallow, narrow and thin. This means that unless of banks there are only a few 
institutions that are able to adequately fulfill the role of financial intermediaries. The 
arguments that most important with aspect of this paper of course concerned 
banking efficiency in crisis period. The impact of the latest financial crises on 
banking of Western Balkan can be examined in the context of three key aspects: 
capital adequacy, asset quality and position of liquidity.  
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Capital adequacy 
 
Despite the turbulence in financial markets the average capital adequacy ratio in the 
banking sector of Western Balkans showed satisfactory results (Figure 1). These 
relate primarily to the fact that the Capital to Risk Weighted Assets ratio during the 
entire reference period is higher than set by capital requirements. A cross-country 
comparison of some major capital adequacy indicators (Capital to Risk Weighted 
Assets and Regulatory Tier 1 Capital to Risk-Weighted Assets) are presented in 
figure 1 and figure 2. As can be seem from figure 1 we can distinguish two groups of 
countries in terms of movement of capital adequacy indicators. Among group of 
analyzed countries Croatia is the only country showing progress in achieving increase 
the value of this indicator in the crisis period (2008 - 2010) than it was in late 2007. 
In the second group it can be included all the other Western Balkan countries that 
had relatively sharp declines in crises period relate to pre crisis period. Conservative 
prudential policy by the central bank and monetary authority ensured a well-
capitalized, resilient banking system displaying high capital adequacy ratios. It is 
worth noting that, banks in the Western Balkan countries held at the end of 2010 
average ratio of capital to risk weighted assets (CAR) at almost 15.6 percent (Figure 
1), that is significantly higher than set by capital requirements.1This capital adequacy 
indicator provided adequate protection against shocks originating in the domestic 
economy and the banking system. 
 
Equally notable, however, it was the fact that recent years have witnessed speed of 
credit growth was not accompanied by additional appropriations adequate capital 
from banks and strengthening their capital base. One explanation is that poor asset 
quality implies the need for a greater degree creation of reserves against potential 
losses. Nevertheless, poor asset quality has a direct impact on the management of 
capital and the need for connection of additional funds to cover potential losses or 
actual losses. Indicators of capital adequacy continue to gain importance in today's 
time, since it seeks to improve the banking sector's ability to maintain enough capital 
in order to absorb sudden loss. At the same time, banks operating in the market of 
Western Balkan have been stimulated to increase capital, due to the increase in the 
size of their balance sheet. As a result, the average capital adequacy ratio of the 
banking sector stood at19.05 percent in pre crises period, and 16.25 percent in crises 
period (see Figure 1). 
                                                          
1Minimum capital requirements: Albania (12%), Bosnia and Herzegovina (12%), Croatia 
(10%), Macedonia (8%), Montenegro (10%), Serbia (8%). 
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Figure 1. Annual change of regulatory Capital to Risk Weighted Assets, 2003-2010 
 
Source: The authors’ elaborations on data: Global Financial Stability Report (GFSR), Partners for 
Financial Stability Program (PFS), Central bank annual reports. 
 
In the pre-crisis period, annual average growth rate of credit of Western Balkan 
countries expanded at 41.28 percent while their post-crisis credit growth slowed 
down to 12.3 percent.  In the period of crisis credit growth slowed down sharply in 
Bosnia & Herzegovina, Croatia, and Montenegro. By contrast, Serbia is managed to 
maintain extremely high rates of credit growth in the crisis period (average rate of 
credit growth was 30.86 percent).  
 
As shown in Figure 1, the ratio of average growth rate of credit and Regulatory 
Capital to Risk-Weighted Assets indicates that, in pre crisis period of high credit 
growth rates have not been adequately followed by increasing of capital ratios. 
Higher rates of credit growth should be followed and higher capital adequacy ratio, 
which was not the case in the Western Balkan. In particular, it was indicative at the 
end of the pre crisis period (2007), where average annual growth of credit was 52.24 
percent. It was accompanied by a decrease of capital adequacy ratio (18.72 percent). 
The same explanation can be used to analyze trends in 2008, when the average 
growth rate was 23.74 percent (capital adequacy ratio of 17.1 percent), which 
ultimately increased the vulnerability of the banking sector. 
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Asset quality in the pre- crisis and crisis period 
 
One of the most important problems of developing banks in the Western Balkans, 
which dates from the late 1990's, is the poor quality of bank assets, (i.e. high credit 
risk). Due to lack the rapid development of new financial instruments, banks are 
relying more on the traditional banking activities. At the same time, the quality of 
assets as a whole depended on the degree of credit risk involved in their business. 
The latest financial global crisis has left an indelible mark on the banking of Western 
Balkans. 
 
As shown in Figure 3, the average ratio of NPL (non-performing loans) to total loans 
for the 6 countries of Western Balkan increased from 7.23 percent in 2007 to 14.5 
percent in 2010. This is the first significant increase in NPL ratio after more than 
ten years and period of banking reform began in the 1990s. In the pre-crisis period, 
the average rate of NPL in region of Western Balkan was significantly lower to 2001 
with exception of the Serbia, which in over the period 2003-2007 had NPL ratio of 
22.92 percent. This means that in Serbia nearly of one fifth approved loans was 
uncollectible. These very high levels of NPLs have shown significant deterioration of 
loan quality. 
 
When we compare the results from Figure 1 with the ones from Figure 3 we see that 
in the years preceding the latest financial crisis were characterized by strong credit 
growth. In pre-crisis period, NPLs ratios kept on falling substantially in all countries 
of Western Balkan. Recorded data on the movement of NPLs show that the banking 
system in the crisis period is facing major challenges in the process of preserving the 
stability of their banking system as a whole and the stability of the entire economic 
system. Figure 2 has shown how the ratio of NPLs in banks of region changed over 
time in comparison to pre crisis period.  
 
The important point to take away from Figure 2 is that at the end of 2010 average 
ratio of NPLs for all six countries reached 10.45 percent of total loans. How 
uncollectible loans typically with a delay indicates problems in the banking system, it 
is evident that there was a decline of capital adequacy and increase credit risk. 
 
In addition, strong growth in bank loans is limited by the ability of banks and 
banking supervisors to adequately assess the risks. This is particularly true for Serbia 
and Montenegro, and no less that there was no problem in Bosnia and Herzegovina 
Croatia and Albania.  
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Figure 2. Non-Performing Loans to Total Loans (in %) of banks in Western Balkan 
Countries, 2003-2010 
 
Source: the authors’ elaborations on data: Global Financial Stability Report (GFSR), 
Partners for Financial Stability Program (PFS), Central bank annual reports. 
 
There are several reasons that may explain these unfavorable trends. First, since the 
crisis began until the present lenders offered more loans to higher-risk borrowers, or 
customers with poor credit history. Secondly with a financial crisis there was a 
negative selection relation between asset allocation ability and selectivity of 
customers with poor credit history.Instead of quality projects, the funds are then 
channeled to the illiquid and even insolvent companies, making the economic crisis 
deepens and ultimately prevents the reduction of risks to financial stability. Since 
provisions are a deduction from profits, increases in loan-loss provisions appeared to 
have a substantial impact on banks’ profitability indicators (ROA and ROE). The 
increasing level of provisions reflects also the declining asset quality. Thanks to the 
increasing participation of NPLs and there was a significant increase in allocation of 
reserves to cover potential loan losses that had significant effect on earnings and 
regulatory capital.  
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Also from illustrated data  it can be noticed that pre crises period was mainly 
characterized by strong credit growth and low level of NPLs  and specific 
provisions.However, with the change in general economic conditions ratio of Non-
performing Loans Net of Provisions to Capitalalso deteriorated over the crisis period, 
from increased very rapidly (Figure 3). Namely, the average ratio of non-performing 
loans (net of provisions) to capital for all selected countries increased to 8.93 percent  
in pre-crisis period to a level around 27.87 percent in crisis period indicating that 
banking sector recognizes poor asset quality. 
 
Figure 3. Average value of Non-performing Loans Net of Provisions to Capital of 
banks in Western Balkan Countries, 2003-2010 
 
Source: the authors’ elaborations on data: Global Financial Stability Report (GFSR), Partners for 
Financial Stability Program (PFS), Central bank annual reports. 
 
Efficiency of the banking sector of the Western Balkan 
 
Profitability of the bank is a key indicator of its business practices and efficiency. On 
the basis of profitability indicators it can be evaluated a significant improvement or 
deterioration in the efficiency of the banking sector. Larger share of net interest 
income in gross income of banks is an important indicator when evaluating the 
quality improvement and earnings stability. In the pre-crisis period, the rate of 
return on assets (ROA) and return on equity (ROE) in the Western Balkan countries 
recorded positive growth. As a confirmation it can be concluded in the pre-crisis 
period, the average rate of ROA was 1 percent and the rate of ROE of 9.67 percent. 
Figure 4 and 5 show that in Western Balkan countries earning indicators continue to 
weaken, as ROA and  ROE  worsened since the start crises.  Thus, in the crisis 
period the average rate of ROA in the banking sector of the Western Balkans was 
0.51 percent and the average rate of ROE of 3.05 percent.  
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Figure 4. Return on equity - of banks in Western Balkan Countries, 2003-2010  
 
Source: the authors’ elaborations on data: Global Financial Stability Report (GFSR), Partners for 
Financial Stability Program (PFS), Central bank annual reports. 
 
Decline in the profitability of the banking sector in the Western Balkan countries 
could be explained first with worsening of asset quality and increased banks' 
exposure to credit risk as well as increasing the allocation of provisions for credit 
losses. A significant deterioration in the quality of assets and directly affect the 
profitability of the banking sector, because there has been a reduction in bearing 
assets to total assets. 
 
Figure 5. Return on assets of banks in Western Balkan Countries, 2003-2010 
 
Source: the authors’ elaborations on data: Global Financial Stability Report (GFSR), Partners for 
Financial Stability Program (PFS), Central bank annual reports. 
Excluding the banking sector of Bosnia and Herzegovina and Montenegro which in 
time of crisis remain unprofitable for other countries in the region a slight recovery 
had occurred in 2010 where indicators of profitability has been rising since the 
beginning of the global financial crisis. This conclusion can be drawn observing the 
movement of profitability indicators in Figure 4 and 5. Net interest margin remains 
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the main source of banks’ profits, and has been almost stable with respect to total 
loans. The share of interest margin to gross income in the period before the crisis was 
of over 50 percent except Serbia where the value of this ratio was 32.68 percent 
(Figure 6 and Figure 7). 
 
The below trends also may indicate that the banks are mainly engaged in credit 
transactions, as part of the off-balance sheet operations, while business from other 
services have become less profitable.   
 
Figure 6. Average Interest margin to gross income, 2003-2007 Figure 7. Average 
Interest margin to gross income, 2008-2010 
  
Source: The authors’ elaborations on data: Global Financial Stability Report (GFSR), Partners for 
Financial Stability Program (PFS), Central bank annual reports. 
 
A decline of growth in interest-earning assets was mainly caused by absence of high-
quality resources of the banks. The adverse movement in interest rates in financial 
market contributed to the decline in profitability of the banking sector in the crisis 
period, while another reason lies in the fact of continued deterioration in the 
indicators of cost efficiency. In addition, a positive trend in profitability in the pre-
crisis period and the movement of general business performance of the banking 
sector led to the reduction of risk and the attracting new capital into the banking 
sector. The sharp decline in key indicators of the profitability of the banking sector 
in the Western Balkan began since 2008 is the result of adverse recent trends: (i) a 
slowdown in credit growth, (ii) deterioration in the quality of loans and (iii) increase 
the risk premium. As a result, banks found it difficult to raise funds in the interbank 
market at higher interest rate than in past.    
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Position of Liquidity 
 
Position of liquidity is one of the most obvious signals in terms of possible financial 
disorder and (in) stability of the banking sector. Bank's liquidity policy is the direct 
result of the overall policy formation in the balance of the financial resources of the 
bank. As the transmission of signals from the global crisis on local financial markets 
first manifested through a crisis of liquidity, an important impression on the stability 
of the banking sector is its liquidity position.  
 
As it can be seen from Figure 8 the average share of liquid assets in total assets of 
banking sector in the Western Balkans in pre-crisis period was 32.64 percent and in 
crisis period was 26.74 percent. Although the banking sector experienced a drop in 
liquidity in crisis period things should not be generated. Thus, for example, the 
banking sector in Albania and Serbia is managed to maintain banking sector 
liquidity (average share of liquid assets to total assets is over 40percent), while 
banking sector in Croatia and Montenegro had very little participation share of 
liquid assets in total assets, 11.63 percent and respectable 15.2 percent (average). 
 
Under the influence of withdrawal deposits from banks and adverse effects from the 
financial markets, economy has become increasingly vulnerable in these two 
countries. 
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Figure 8. Liquid Assets to Total Assets of banks in Western Balkan Countries, 2003-
2010
 
Source: the authors’ elaborations on data: Global Financial Stability Report (GFSR), Partners for 
Financial Stability Program (PFS), Central bank annual reports. 
 
Similar to the previous indicator, in the same reference period, a positive trend was 
recorded with coverage of short-term liabilities by liquid assets. The liquidity of the 
banking sectors of countries of the region remains good, with sufficient coverage of 
short-term liabilities by liquid assets (Figure 9). Although, generally speaking, the 
average value of this indicator for selected countries in the region declined in the 
crisis period to 44.96 percent (in pre crisis period ratio of Liquid Assets to short term 
Liabilities was 50.6 percent) it could be concluded that banks are not excessively 
exposed to liquidity risk. 
 
The exception of this is Montenegro where is value of this indicator in the crisis 
period almost halved compared to the end of 2007. Another notable exception is 
Albania, where is the ratio decreased in the same period, with 73.96 percent to 42.68 
percent.  
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Figure 9. Liquid Assets to short term Liabilities of banks in Western Balkan 
Countries, 2003-2010 
 
 
Source: the authors’ elaborations on data: Global Financial Stability Report (GFSR), 
Partners for Financial Stability Program (PFS), Central bank annual reports. 
It may be concluded from these results and developments of this ratio that in spite of 
a challenging environment prevailing during crisis period, the banking sector cannot 
be considered endangered.  
 
Conclusion  
 
At the end of this comparative analysis the question is: what such an analysis can 
provide? That was done several years ago it would show that the banking sector of 
the Western Balkans is stable and resistant to sudden disturbances. But done today it 
shows how the banking sector in the region is vulnerable. It also showed that the rate 
of credit growth accelerated wear a serious threat to macroeconomic and financial 
stability. The latest financial crisis although not in the same measure has affected all 
banking sectors in Western Balkans. This is proven by the fact that excluding the 
banking sector of Bosnia and Herzegovina and Montenegro which in time of crisis 
remain unprofitable for other countries in the region a slight recovery had occurred 
in 2010. 
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If we consider the trends manifested in times of crisis it may be noted the following:  
· It is noted the deterioration in asset quality of banks and rising NPLs as a result 
of an extremely high rate of credit expansion in pre-crisis period. Analyses made 
for 2010 show that average ratio of NPLs for all six countries reached 10.45 
percent of total loans. 
· Despite the turbulence in financial markets the average capital adequacy ratio in 
the banking sector of Western Balkan is higher than set by capital requirements. 
Although speed of credit growth in previous years has not been accompanied by 
additional appropriations adequate capital from banks and strengthening their 
capital base where it is ultimately increased the vulnerability the banking sector of 
Western Balkan. 
Current changes in the transition process lay the foundation for the acceleration of 
reforms as well as in implementing key structural and governance reforms in the 
medium term. Significant presence and accumulation of bad loans in the bank's 
balance-sheets  was the most striking example of the adverse effects of the global 
financial crisis. In recent years,  the quality of loan portfolios has deteriorated 
significantly due to weak management's ability to control credit  risk  and  collection 
of loans. It has also resulted in a deterioration of financial discipline and 
accountability to shareholders and the public.Since that implementation of Basel 2 
has been already in the initial stage in these countries it should begin immediately 
with its implementation in the near future.  Looking at the conditions and operation 
of the banking sector in the Western Balkans it can be concluded that banks must 
continue to adapt stronger capital and other prudential standards, while it is 
expected from the government to  create a better market environment. The most 
important features of such market environment that is necessary in the near  future 
are: maintaining macroeconomic and financial stability, consistent with the 
protection of depositors, need for  strengthen the capital base of banks in terms of 
capital adequacy requirements and establishing an effective system of supervision of 
management. 
 
In order to get  a clear  picture of the resistance of the banking of  Western Balkans 
and asses  its exposure to credit risk it would be useful in the future studies to make a 
simulation of profits and losses of selected  banks in selected countries under stressful 
conditions. Regards to that I would recommend anyone who is interested in  
researching to  prepare  studies that included  stressful conditions and adverse 
macroeconomic scenarios to indicate which particular bank can pose potential 
threats to the stability of the banking sector of Western Balkan. 
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ABSTRACT: This paper addresses a comparative analysis of two 
different frameworks for inclusion of gender in fiscal economics through 
gender responsive budgeting(GRB) initiatives that took place over one 
decade - from 2000 till 2010 in two former Yugoslavian republics: 
Bosnia and Herzegovina (BiH) and Republic of Macedonia 
(Macedonia). Namely the comparison of two countries with two 
different methods for GRB is depicted: a) Case of BiH where GRB was 
introduced through overall public finance management (PFM) reform 
within the realm of program based budgeting, versus b) Case of 
Macedonia where GRB was introduced through specific program level 
initiatives and interventions without an overall integration with 
budgetary system and performance budgeting as a baseline concept. The 
paper analyzes these two approaches, and provides an argument and 
evidence for concluding that the introduction of gender sensitive 
budgeting through an overarching PFM reforms a more practical and 
comprehensive mechanism. It suggests that GRB can be used as a tool 
for more efficient and equitable policy and budget making decisions, 
and that the capacity level directly affects the absorption capacity, level 
of implementation and overall sustainability. Furthermore, due to the 
transition from social regime toward open market parliamentary 
democracies that Balkan countries are experiencing, integration of GRB 
practices within the PFM reforms is an attractive model given that 
those reforms are already taking place. Gender equality through GRB 
mainstreamed through PFM reforms supports contributes to overall 
socio-economic prosperity. 
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Introduction and Context 
 
“Forget China, India and the internet: Economic growth is driven by women” 
(Anonymous, 2006, p.3). When it comes to acknowledging the importance of 
gender equality and the significant role it plays within economic development, there 
is quite a consensus at the official level. Gender equality plays a crucial part in 
stimulating growth, generating employment, and contributing to capital generation 
and poverty alleviation.  In order to integrate gender perspective in the policy, 
gender mainstreaming is applied. The Council of Europe defined gender 
mainstreaming as “the (re)organization, improvement, development and evaluation 
of policy processes, so that a gender equality perspective is incorporated in all policies 
at all levels and at all stages, by the actors normally involved in policy-
making”(Quinn & Council of Europe, 2009, p.3). Thus, this is a preventive 
approach, with an objective of strengthening equality between men and women. In 
societies where significant gender gaps exist, disparities persist in men’s and women’s 
access to and control of human, economic, and social assets, and gender based 
inequality limits economic growth and diminishes the effectiveness of poverty 
reduction efforts. Namely, many development strategies rely on, among other things, 
raising household and individual income. “To achieve the economic expansion we all 
seek, we need to unlock a vital source of growth that can power our economies in the 
decades to come… By increasing women’s participation in the economy and 
enhancing their efficiency and productivity, we can have a dramatic impact on the 
competitiveness and growth of our economies,” said the United States Secretary of 
State, Hilary Clinton (2011) at the Asia-Pacific Economic Cooperation Summit 
(p.1).  
 
However, to achieve gender equality, gender mainstreaming is not enough as 
practice often demonstrated. Degraef (2002) found that in spite of the clear 
commitment on the application of gender equality to all policy areas and programs, 
policy fields that relate to finance, capital markets and technical fields are still 
predominantly male occupied. Nevertheless, the acceptance of gender notion within 
the economy heavily picked up over the past decade. Recently, Prime Minister of 
Britain, David Cameron (2012) promoted the increase of the number of women in 
roles of responsibility in industry by saying that “It’s about quality, not just 
equality…if we fail to unlock the potential of women in the labor market through 
equal access to resources, we’re not only failing those individuals, we’re failing our 
whole economy” (p.2). 
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Therefore, in order to bridge the concepts of gender equality and budget, and 
introduce women as both contributors and users of public budgets,  the notion of 
GRB was introduced as a way to close the gap between gender responsive policy 
making introduced through gender mainstreaming and budget planning and 
allocation processes. The integration of gender perspective into public policies 
implies that it requires financial resources, which in fact is GRB concept. Thus, 
GRB requires a more transparent, effective and targeted use of public resources -i.e. 
being responsible for outputs achieved with public resources, without which, the 
gender mainstreaming could remain only a tool expressed on the paper.   
 
Research objective 
 
Although principles of gender equality and GRB are quite universal declaratively, 
practice demonstrated different approaches in South Eastern Europe (SEE) region. 
This paper explores two different frameworks for inclusion of GRB through a 
comparative case study analysis of BiH and Macedonia. Specifically, BiH introduced 
GRB through overall PFM reform within the realm of program based budgeting, 
while Macedonia introduced GRB through specific program analysis (policy and 
budget analysis) and interventions without an overall integration with budgetary 
system and performance budgeting as a baseline concept. These two countries pose 
for an interesting comparative case analysis given that they were both part of the 
socialist regime within the former Socialist Federal Republic of Yugoslavia (SFRY), 
and share similar demographic, social, economic and cultural background. Although 
they both realized the importance of gender equality for the overall growth and 
prosperity, different implementation approaches were taken in this transition process 
toward market oriented parliamentary democracy. 
 
This comparative research analysis will contribute to defining ‘best practice’ 
framework for implementation of GRB within the developing countries and 
countries in transition -as is the case with Balkan countries and SEE region in 
general.  
 
Literature Review 
 
As Elson, Budlender, Hewitt and Mukhopadhyay (2002) highlighted in their 
research, over the past 25 years, the movement toward gender equity has gained 
momentum in countries throughout the world. The international community has 
publicly committed itself to promoting gender equity, reflecting the realization that 
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the equality of men and women is essential for sustainable economic growth and full 
social development (Hewitt and Mukhopadhyay, 2002; Klase, 1999).  
 
However, gender responsive budgets are neither referenced in the public budgeting 
and finance literature (Orosz, 2001), nor in the emerging literature on feminist 
approaches to public administration (Public Administration Review, 2005, Vol. 65, 
No. 3). The literature outside public administration is more extensive in its work on 
GRB. However, GRB is still a relatively new topic, reliant on relatively few 
researchers. Debbie Budlender, Diane Elson, and Rhonda Sharp are three prominent 
contributors to the gender budgeting concept, both in terms of policy and practice, 
and they are cited extensively throughout the gender budgeting literature. 
 
In 1997, the UN General Assembly adopted the Convention on the Elimination of 
All Forms of Discrimination against Women (CEDAW), often referred to as 
‘international bill of rights for women', while in 1995, representatives of 171 
governments at the 4th UN World Conference on Women held in Beijing, 
identified the equal treatment of women and men in government budgets as central 
to the achievement of gender parity. The Beijing platform called for incorporating 
gender perspective into the design, development, adoption and execution of all 
budgetary processes in order to promote equitable, effective and appropriate source 
allocation and establish adequate budgetary allocations to support gender equality.  
Although several terms since then have been used to describe inclusion of gender 
perspective into public budget processes, including engendered budgets, gender 
sensitive and gender responsive budgets, they all have the same idea: planning and 
implementing development having in mind needs of both men and women, and 
making sure that the development benefits and gender equitable.  
 
Almost all of the research related to gender-responsive budgeting has taken a 
normative approach, promoting its use as a way to advance gender equality. Cagatay 
et al. (2000) convey that the ultimate goal of these various gender budget initiatives 
is to come up with reprioritization of both expenditures and revenue raising methods 
in order to promote social justice. Traditionally, budget has been viewed as a simple 
collection of revenues and expenditure, serving as a technical instrument of PFM. 
Over the course of past three decades, many countries experienced a movement 
toward a performance and program oriented budgeting, motivated by transparency, 
efficiency and accountability for public resources. This shift is based on integration 
of performance indicators in the budget process, as a way to measure outputs and 
thus base the budget decisions according to expected results. The notion of GRB fits 
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well with performance and program based budgeting as it promotes the notion that 
budget resources are evaluated per final results in accordance with specific policy, 
meaning that if the policy is gender sensitive due to the process of gender 
mainstreaming, budgets should be gender responsive simply by implementing those 
policies that result in specific outcomes.  In order to bring the discussion of GRB 
into the mainstream of debate in the public finance community and in the 
community of public administration scholars and practitioners, Marilyn M. Rubin 
and John Bartle (2005) described gender responsive budget as a “government budget 
that explicitly integrates gender into any or all parts of the decision-making process 
regarding resource allocation and revenue generation” (p.259). 
 
Combined with the different roles in the economy, gender becomes relevant for 
income-earning at the household level. Gender inequality limits growth and 
decreases both household and individual income, if the women are not participating 
in the paid economy. Since the household and the market economies co-exist and 
are interdependent, trade-offs and linkages may be very significant, especially when it 
comes to assets and labor constraints faced by poor individuals and households. The 
interdependence of the market and household economies brings to light: (i) short-
term inter-sectoral and inter-generational trade-offs within poor asset and labor 
constrained households; and (ii) positive linkages/externalities, whereby investment 
in the household economy will benefit the market economy in terms of improved 
efficiency, productivity, and, hence, growth. The trade-offs are compounded by 
intra-household inequality and the complexities of intra-household relations. This 
relationship between the household and economy, as well as impact on the well 
being of society is well represented in the following image (Alvarez, 2010, p.16). 
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Figure 1. Gender equality in the context of economic performance 
 
 
 
 
 
 
 
 
 
 
 
 
Stephanie Seguino (2009), a Professor at Department of Economics, University of 
Vermont, conducted significant work in the field of connecting gender and 
economics, with the most recent paper addressing the global economic crisis, its 
gender implications and policy responses. Specific attention was given to potential 
approaches to address the global economic crisis via transformational fiscal policies, 
where a system in which growth is compatible with equality is a key goal, rather than 
approaches that are dependent on inequality for growth – as this has proven to be an 
unsustainable strategy (Seguino, 2009).  
 
The implementation of GRB: Case Studies of BiH and Macedonia 
Implementation of GRB as part of the PFM reform: Case of BiH  
 
Overview 
 
Bosnia and Herzegovina is a country with very complex and turbulent past that 
continues to evolve. Throughout its recent history, BiH went from its position 
within the federal system of the SFRY, through the devastating impact of the 1992-
95 war, post-war state of independency, rebuilding and stabilization, to its current 
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state which can perhaps best be described as transitional. As the result of war and due 
to slow reconstruction and development after the war, BiH is a disintegrated 
community, and this is evident in its political, social and economic structures.  
Reforms resulting from Dayton Peace Agreement placed Bosnia and Herzegovina in 
economically and politically disintegrated administrative system of municipalities, 
cantons, two entities, one district and a distant central government.  This is evident 
in country’s key lawmaking and executive mechanisms, and PFM structures are no 
exception.  
 
Serious fiscal problems continue to challenge the development of BiH, exacerbated 
by uncontrolled spending as well as the current global economic crisis.  The 
economic environment of BiH is at present characterized by a small, underdeveloped 
market that is regulated through a partially reformed legislature, a slow privatization 
process, a negative trade deficit and persistently high rates of unemployment.  The 
overall business environment remains unfavorable and unattractive to investors due 
to the red-tape of restrictive regulations and inefficient administration, which results 
in reduced investment and, subsequently, leads to reduced job creation and labor 
opportunities.  Labor market policies are not significantly developed despite the fact 
that the rate of unemployment remains alarmingly high, 27.6% in 2011 (BiH 
Agency for Statistics, 2011, p.6).  Given these alarming poverty indicators, BiH 
addressed the issue of poverty reduction in its first Poverty Reduction Strategy Paper 
in 2003, followed by Country Development Strategy in 2010.  
 
At the same time, the issue of gender equality emerged on the agenda of BiH 
institutions, invigorated by politicians, civil society and European Union (EU) 
community. As is the case throughout the Western Balkans, BiH has started its EU 
integration process and is on the path toward accession. This, among other factors, is 
leading to public sector reforms, one of its key dimensions being the strengthening 
of the PFM towards a more complete, accountable and transparent financial 
resources planning, management, auditing and reporting that respond the 
governments’ development initiatives, and gender responsive PFM mechanisms.  
 
In 2007, National Human Development Report published by United Nations 
Development Program estimated that over 50% of the population was socially 
and/or economically excluded (health, education, employment and/or participation 
in society), with gender adding a transversal and intrinsically related layer of 
vulnerability (Papic, 2007, p.1). Women with disabilities, single mothers and girls 
suffer severe social exclusion in an environment where scarcity of resources is 
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combined with a patriarchal belief system. This results in women becoming second-
class members of communities. These remarks, along with the fact that BiH has the 
lowest percentage of women participating in the labor market in SEE region, only 
35% (Papic & Fetahagic, 2010, p.3), signaled a growing problem that needs to 
addressed systematically, one of the ways being equitable distribution of public 
finances aimed at progressive, gender sensitive development.  
 
Case study  
  
Bearing in mind that the public budget is largely made up tax payers' money, it is 
necessary that the budget, in a simple manner, represents the results of the allocation 
and budget consumption through easily identifiable and measurable outputs. Based 
on the output, the quality and effectiveness of specific government initiatives is 
measure, helping determine whether the government's decision to invest in certain 
program reflects an adequate value for consumed money. Accordingly, the basic 
principles of effective mid-term budgeting include i) establishing affordable budgets 
- fiscally and economically responsible, ii) the allocation of scarce resources on the 
most important priorities of economic and social policy - setting priorities for 
resource allocation, and iii) focusing on the results of the allocated budget- 
monitoring the efficiency and effectiveness of results and measuring of the value 
received for money invested. 
 
In order to prepare a responsible budget, a medium-term budget planning system, 
based on principles of transparency, participation and accountability is necessary. 
The medium-term budget planning system is supported by mid-term budget 
framework paper, which includes clearly defined schedule of budgetary 
responsibilities, affordable fiscal strategy, the budget priorities based on the most 
important objectives of economic and social policies, predictability of budget policies 
and budget cycle which encourages more effective and efficient use of public funds 
while improving transparency and accountability of government policies, programs 
and decision-making process. The medium term budget planning process has a key 
role in linking the government priority policies with outputs, which can be clearly 
seen from the following diagram: 
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Figure 2. The concept of medium term budget planning 
 
The best practice in medium-term budget planning process uses program budgeting 
or results budgeting as a basis for decision making regarding budget policy and the 
allocation of budgetary resources in line with government's strategic priorities. 
Program budgeting is budgeting by performance results i.e. submission of 
information on the results through the budget process, which should streamline the 
decision making and resource allocation processes. Program budgeting presents 
budget information in a manner that clearly connects the budgetary resources with 
the ultimate results of government policies, and promotes accountability for 
resources used, services rendered, and end results achieved. 
 
Over the past decade, there has been a worldwide trend towards performance and 
results oriented budgeting, and SEE is no exception. Although BiH is hindered by 
state of ineffective and complicated four-level federation, significant PFM reform 
progress based on program budgeting has been made. With an understanding that 
the planning and distribution of public finances strengthens good intentions of 
government to responsibly manage the assets of public spending, serve citizens, and 
promote equitable development no matter what is their racial, religious, gender, etc. 
orientation, and that it is a serious task for any public administration authority, 
starting in 2005 BiH engaged in a PFM reform. The PFM reform involved State 
institutions of BiH, as well as the entity, cantonal and Brcko District level 
governments’ institutions, engaging them on the path of series of reforms in the 
budget process in order to strengthen the planning and management of public funds. 
The overall purpose of these reforms is to build a strategic basis for the allocation of 
funds reflecting priority policies, objectives and planned results which will be 
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achieved through public spending, ensuring that public finances are increasingly 
effective at delivering the national priorities of the governments in BiH. The reform 
institutionalized the principles of effective planning, allocation and monitoring of 
the budget, and as part of these reforms, the government adopted a medium-term 
approach to planning and budgeting based on performance (i.e. program budgeting), 
which links budget to implementation of government policy priorities. BiH adopted 
the 'Program budgeting process in 10 steps' that includes planning and budgeting 
timeframe that is aligned at State,  entity and cantonal levels of government. As such, 
budget became an instrument of government policy and the means by which 
government policies are converted into programs and services for the benefit of its 
citizens. Program budgeting in BiH is yet to be introduced at the local level, 
although some progressive gender responsive, program budgeting initiatives are 
taking place within local communities and work of municipalities. 
 
The most significant shift in the establishment of gender mechanisms in BiH 
happened when Centers for Gender Equality in both entities were established (in 
2000 and 2001 respectively). Adoption of the Law on Gender Equality at the State 
level in 2003 consolidated gender equality policy measures, which was followed by 
establishment of Central Agency for Gender Equality as an umbrella institution for 
the harmonization of initiatives for gender equality in public and private life 
throughout the country. In addition to national policy framework, BiH ratified 
CEDAW in 1993. Despite the establishment of relatively progressive legal and 
institutional framework in the field of gender equality in BiH, in reality the situation 
was worrisome. Gender gaps continued to exist and are particularly notable in the 
areas of political representation and participation of women in decision making 
process, employment and social protection. Therefore, it is evident that the 
commitments to women’s rights and gender equality often remain on paper and do 
not properly translate into action and equitable development. Since budget reflects 
the values, the notion of power and political, economic and social priorities in the 
community, advocacy of gender equality through the budget is an attractive model 
for GRB implementation. “There seems to be a direct and logical link between 
performance based budgeting and GRB as both focus on results and a broader cycle 
of policy planning, implementation and evaluation” (Klatyer, 2008, p. 12-13). 
Klatyer further comments that enhanced accountability is an issue for both 
approaches, and that equally, better governance structures, transparency, enhanced 
participation and democracy are elements in both. With the help of international 
donors, namely Department for International Development (DFID) that supported 
the PFM reform and United Nations Development Fund for Women (UNIFEM) 
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that supported the GRB implementation, a partnership was formed with key gender 
mechanisms, Ministries of Finance and several line ministries at entity level who 
were eager to link program and gender budgeting and address the needs of all 
citizens equitably. The consensus was reached that the best gender equality will be 
achieved through concrete programs, which means that they need to be combined 
with budget allocations, and thus be part of the systematic PFM reforms. 
Consequently, UNIFEM, DFID and local counterparts combined their efforts 
toward amending the standard budget templates and introducing a more gender 
responsive approach. Specifically, Budget Framework Paper now includes a section 
on GRB, which means that the gender equality issues and participation of women is 
considered in the process of long term economic planning. “Framing gender issues in 
terms of an economic disclosure, gender budgeting ‘liberates’ gender and gender 
mainstreaming from the ‘soft’ social issues arena and raises it to the level of 
macroeconomics, which is often thought of as technical, value-free and gender 
neutral” (Holvoet & Universitaire Instelling Antwerpen, 2003, p. 68). Furthermore, 
budget instruction documentation, in which budget users define their initial budget 
requests was modified to require from users to undertake the gender analysis in order 
to demonstrate the impact of any new spending on men and women (although this 
is still poorly developed due to lack of local capacities). Capacity building assistance 
aimed at increasing knowledge and skills related to GRB, in particular gender 
analysis, were provided to Ministries of Finance and budget users by local and 
international consultants.  The training emphasized (Varbanova, 2010, p.7): 
· The need to consider gender needs and priorities that are provided 
annually to all budget users by the Gender Agency and Gender Centers; 
· That sex disaggregated statistics released by the statistical institutes should 
be examined when developing policy priorities, and gender related 
performance indicators used for each specific sector; 
· That existing and new policies and programs should be examined to 
identify gender aspects.  
 
Discussion and corresponding recommendations  
 
BiH used budget reform processes as an instrument to advance gender equality. The 
GRB was initiated as part of the regular budget planning and distribution practice, 
which implies that the process has been mainstreamed and GRB can be used as an 
instrument of analysis and control. Nevertheless, certain challenges and complexities 
continue to exist. Below is a list of key challenges that need to be addressed when 
choosing this approach for GRB implementation.  
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· The experience suggests that it takes a number of years to fully achieve all 
the benefits of performance budgeting, and therefore, require long-term 
commitment of governments, ministries of finance, local levels of 
government and all users of budgetary resources. Capacities need to be build 
in order to link the budget cycle and gender equality properly, with heavy 
focus on Ministry of Finance staff, line ministries as well as all budget users 
in order to analyze gender impacts of proposed programs.   
· Capacity gaps continue to exist for a long time after the GRB initiation 
through the budget process commenced. These capacity gaps need to be 
addressed systematically and through continuous technical assistance efforts 
in order to ensure program budgeting is practiced in way that addresses the 
needs of both men and women. This is often a problem if the local 
institutional mechanisms are not strong enough to carry out this mission, 
and donor assistance which is most often project based, ends at some point 
in time.    
· Complexities of governance structure, as is the case in BiH poses challenges 
to the implementation of PFM reforms, and thus GRB practices through 
PFM reforms. PFM reforms are implemented faster and more effectively in 
an efficient administrative governance set up, where there is no duplication 
of responsibilities within different levels of government (for example, BiH 
has 14 Ministries of Finance, and all of them along with their budget users 
need to be trained on program budgeting and GRB).   
 
Implementation of GRB as part of program intervention: Case of Macedonia 
Overview   
When Macedonia declared its independence in 1991 from SFRY, it was the least 
developed of the Yugoslav republics, producing a mere 5% of the total federal output 
of goods and services (Central Intelligence Agency, 2012, p.1). An overall poor 
development, an absence of infrastructure, UN sanctions on the downsized 
Yugoslavia, and a Greek economic embargo over a dispute about the country's 
constitutional name, heavily hindered economic growth until 1996. In 2001, during 
a civil conflict, the economy shrank again, but from 2003 to 2008 growth that 
averaged about 4.5% per year was recorded (Central Intelligence Agency, 2012, p.1). 
Currently, Macedonian economy is marked by small, open economy which makes 
the country vulnerable to economic developments in Europe and dependent on 
regional integration and progress toward EU membership for continued economic 
growth. Macedonia has maintained its macroeconomic stability with low inflation, 
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but it has so far lagged the region in attracting foreign investment and creating jobs, 
despite making extensive fiscal and business sector reforms.  Official unemployment 
remains high, which in the wake of the global economic crisis marked by decreased 
investment, low capital flow, and a large trade deficit, posed quite a problem.  
 
From the public administration viewpoint, Macedonia functions with State level 
government and municipalities as the local government. A formal EU candidate 
status was granted in 2005 and the accession negotiations are underway. 
Implementing a responsible and disciplined budget policy, as the main principle for 
responsible treatment of public finances and regular and adequate use of the funds, is 
a priority for Macedonia government in the mid-term period for year 2011 – 2015. 
Although some significant reforms happened for example, audit, financial system, 
budgeting, Public Internal Financial Control  and internal audit,  Macedonia still 
needs further improvements in relation to adequate mid-term budget framework 
which links development strategy with budget, formulation of performance 
indicators or some other way of tracking the value received for usage of public 
resources (Macedonia is still in most instances doing a traditional line budget), 
internal and external audit, internal financial control, as well as overall 
improvements of the oversight and scrutiny of budget and financial information by 
the parliament (i.e. what is the value for money invested in certain activities financed 
by public budget). The GRB activities have been initiated both on central and local 
level as part of the National Action Plan for Gender Equality (NAPGE) 2007-2012, 
but have not been integrated with the overall PFM system. 
 
Case study  
 
Just like BiH, Macedonia ratified CEDAW convention in 1991, and the right to 
non-discrimination is upheld in the country’s Constitution. As an accession country, 
the gender mainstreaming represented one important segment of EU policy and 
conditionality set up by the EU Treaty of Amsterdam. Through the signing of the 
Beijing Platform for Action, Macedonia recognized the need and committed to the 
implementation of an overall gender mainstreaming policy. On the national side, 
specific gender equality policies represent a significant step toward ensuring equal 
opportunities, including Law on Equal Opportunities adopted in 2006 (Stojanoska, 
2008). Nevertheless, the situation on the ground was still ruled by social stereotypes 
and was far from equitable, and concerns regarding equitable access to resources 
increased. „Despite equal rights and liberties, though, citizens' are diverse in their 
physical, material, social and cultural traits and consequently have different 
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opportunities to convert their formal rights in substantial freedoms” (Stojanoska, 
2008, p.34). Although the gender neutral citizenship formula entitled women and 
men to same rights and liberties, inequalities were registered in Macedonia not only 
between both genders but also within these social categories in the exercise of their 
political, civil and social rights. The low presence of women in the structures of 
decision-making, their increased unemployment and economic inactivity in a period 
of economic recession, their progressive lagging behind in the level of education or in 
vocational training were not considered as a causal combination of circumstances or 
a free expression of choices. Although roots of these problems often went back to 
examination of social and cultural factors, concern with disparate opportunities was 
evident, and it was to be addressed through making sure that resources are shared 
equitably between men and women. Coupled with strong advocacy at all levels of 
government, a NAPGE 2007 – 2012 was adopted, which specifically entails the 
„inclusion of methods of gender budgeting at national and local level” (Trajanov et 
al., 2007, p. 4). Thus, GRB is to be carried out as a cross-sectoral approach, while 
the Ministry of Labor and Social Policy (MLSP) is the key institution responsible for 
the implementation, with specific focus on employment, social protection and equal 
opportunities. These responsibilities of the LMSP are also stipulated in the Law on 
Equal Opportunities „...promoting the equal status of women and men in all areas of 
society and gender mainstreaming in government policies, programs and strategies” 
(Trajanov et al., 2007, p.3).  
 
Rather than placing the norms of gender quality within the budget structure, 
although they clearly require resources, more focused analysis of specific policy areas 
of intervention was conducted. Simultaneously, capacity building efforts were carried 
out, as the MLSP expressed interest in doing GRB within its own Ministry. 
Supported by UNIFEM, in 2009 the MLSP identified key interventions that were 
needed, namely i) establishing a GRB task group and developing its capacities, and 
raising awareness of the gender equality coordinators as the focal points in the line 
ministries on the need to introduce GRB, ii) developing methodology and 
conducting analysis of selected MLSP programs, and iii) developing advocacy 
strategy for more sustainable integration of gender into policy making and budgetary 
processes (Varbanova, 2010). It is evident that even at this stage, the Ministry 
realized the potential challenges with not including the PFM structure in this 
initiative, and moving the gender concepts within the budget making framework.  
Specific activities were carried out aimed at analyzing six programs identified by the 
MLSP which were acknowledged as programs for addressing high unemployment 
rate and country's dependence on social assistance. They were seen as particularly 
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relevant from a gender perspective given high level of economic inactivity among 
women (Varbanova, 2010). The programs were analyzed from the policy and 
resource level perspective, assessing the extent to which these policies and measures 
contribute toward gender equality. Although this analysis exercise, combined with 
capacity building for the task group, generated substantive results, key challenge in 
this process was noted – gender needs to be considered within budget making 
decisions since that is where the resources are divided.  Based on these findings, the 
MLSP put substantive efforts in raising awareness among high level government 
officials and MPs about GRB and placing it within the realm of budget framework 
rather than just the program analysis level. In 2010, an official communication was 
sent out to the Government, detailing that the involvement of Ministry of Finance 
officials is necessary in order to understand the logic and usefulness of GRB as an 
instrument for equitable and effective public resource planning and spending 
(Varbanova, 2010). Since then, various advocacy efforts were carried out in order to 
bring gender concepts closer to the budgetary process, pointing to concrete examples 
of GRB success, and presenting examples from other countries in the region as well 
as EU member states. Nevertheless, enhancing the budget call circular by including 
specific gender related requirements for budget users still remains just a goal on 
paper.  
 
Discussion and corresponding recommendations  
 
Macedonia introduced gender equality and GRB concepts as separate initiative as 
part of the NAPGE. While setting up the initial implementing structures, they 
focused on the MLSP as the key institution charged for implementing the Law on 
Equal Opportunities, without involving the budget making structures in this 
process. Although significant conclusions were made from the program based 
analysis approach, they were difficult to carry out without direct interference with 
the Ministry of Finance and budget making institutions. Below is a list of key 
challenges that need to be addressed when choosing this approach for GRB 
implementation.  
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· The experience suggests that it is important to involve Ministry of Finance 
and/or other PFM mechanisms into the GRB game, since that is where the 
resource distribution decisions are made. The involvement of Ministry of 
Finance, perhaps first as an observer and then as an active participator, can 
help deepen the understanding of the usefulness of GRB as an instrument 
for more efficient, effective and equitable public spending. This is especially 
important because once the gender program analysis is well underway, it is 
difficult to involve the budget institutions at this later stage due to lack of 
capacities and already heavy workloads.  
· Despite training and capacity building assignments, capacity gaps continue 
to exist, and GRB is often seen as an additional requirement to already 
extensive workload.  This is even more visible when introducing GRB as 
separate initiative for specific programs, as opposed to introducing it 
systematically through already established PFM processes. The experience of 
Macedonia suggests that capacity building needs to be carried out 
simultaneously within all stakeholders – line ministries to conduct 
substantive policy analysis and mainstream gender in their budget requests, 
MLSP high level commitment to GRB as a crucial method for 
implementing gender equality, and Ministry of Finance commitment to 
GRB analysis as one the key decision makers for resource planning and 
distribution. 
· Without placing GRB within the budgetary framework, the process is not 
sustainable, and each time the new gender analysis on the program level is 
carried out, it is seen as a new/additional activity.  
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Conclusion  
 
Perhaps the best way to summarize the role of women in economy is by quoting 
Robert B. Zoellick (2007), President of the World Bank Group “Gender equality is 
smart economics”. Therefore, the question is not whether women play a role in the 
economy, but what is the best way to do so. It is necessary to design a strategy and 
unlock internal resources in order to enhance growth and stability – and one of the 
inevitable strategies is the implementation of GRB. With women being 
acknowledged worldwide as a powerful economic entity that can contribute to 
enhanced economic growth, decreases unemployment, and elevated poverty, GRB is 
an excellent way to ensure that gender is considered when it comes to generation, 
control and utilization of public resources, and that all these processes are carried out 
in an equitable manner that pertains to the needs of men and women.  
 
Due to the economic, political and social environment in transition countries that 
are moving from social regime toward open market parliamentary democracies, as is 
the case with most countries within SEE region, integration of GRB practices within 
the PFM reforms is an attractive model for contributing to gender equality and 
overall socio-economic prosperity.  Since various reform processes are already taking 
place in most of these countries, and many of them are moving toward performance 
based fiscal planning, it is beneficial to tie GRB to these ongoing trends as opposed 
to new intervention initiatives and programs. The reform environment offers perfect 
opportunities for systematically addressing gender equitable resource planning and 
allocation through linking the gender equality principles and policies with the 
budgetary processes. This will ensure systematic approach and application of GRB 
across all areas that dictate public funds allocations, as well as enable sustainability of 
GRB concept, since it will be carried out on an annual basis with well established 
budge cycle schedule. Thus, GRB can be established as a tool for more efficient and 
equitable policy and budget making decisions.  
 
This model is demonstrated in the case of BiH although capacity gaps continue to 
pose problems (however capacity gaps pose challenges for both approaches – in BiH 
and Macedonia). It is important to keep in mind that this process requires donor 
involvement, national partners’ commitment, and advocacy groups’ efforts including 
CSOs in order to bring the change. It takes public policy leadership, commitment 
through budget expenditure management, extensive monitoring, and above all, 
continuous coordination and commitment of different stakeholders involved. 
Without adequate cooperation between government and non government sector, 
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often including the donor community, scarce resources available are spent in less 
efficient manner, often without gender balance. The synchronization of all 
stakeholders involved, i) strong, focused and committed government with adequate 
capacities, ii) well developed and action oriented CSO sector with strong 
government ties and effective partnerships, and iii) donor community with 
commitment to GRB within the PFM process, since donor community often drives 
the public administration reform processes within transition countries. All these 
stakeholders need to develop simultaneously, interacting and reinforcing each other 
toward common goal of gender equitable development. 
 
Once GRB is initiated through PFM system, it needs to be regulated within gender 
and budget policy frameworks, contributing to public administration structure that 
properly addresses concerns about welfare, equity and equality between the gender 
and macroeconomic policy, reducing the gender gaps on many levels.   Finally, 
gender equality must be situated as an overlaying factor to political and economic 
progress that is based on the platform of common interests - providing a country 
wide approach to political stability and socio - economic prosperity, responding not 
only to the most impelling problems causing the inequalities between men and 
women but also for marginalized categories within these groups. If successful, 
countries of SEE will steer toward democratic, economically prosperous, stable, safe 
and contributing nation of EU and NATO.  
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ABSTRACT: Microfinance has been used as a tool for social 
sustainability and development since the 1970s. In 
microfinance, assessment of social sustainability is often 
conducted through client impact monitoring. This study explores 
the impact measurement practices of microcredit organizations 
in Bosnia and Herzegovina and their use of information systems 
in this process. We draw on the latest trends of using shared 
measurement systems for impact monitoring, to point out the 
potential of using such systems to achieve sustainable impact on 
wider social issues in Bosnia and Herzegovina. This paper 
outlines the roles and responsibilities that different stakeholders 
should play in the system development process. 
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Introduction 
 
Since its conception, microfinance has been promoted as an essential economic tool 
for social sustainability and poverty alleviation. Microfinance is based on a premise 
that providing financial services (most commonly in form of credit) to the most 
vulnerable populations, who would otherwise not have access to standard bank 
financing, would empower people to get out of poverty by capitalizing on their own 
skills and ideas. In developing and post-conflict countries, such as Bosnia and 
Herzegovina (BiH), microfinance has been used as a tool to raise employment and 
revive economic activity by targeting micro-business by microcredit organizations 
(MCOs). This ‘bottom up’ approach has received popularity as an alternative to the 
traditional top-down approach used by international aid organizations to stimulate 
economic growth and development through various projects and funds delivered to 
governments of developing countries.1 
 
Even though microfinance has been around since the 1970, there is still no 
agreement on the real impact of microfinance. While many studies have shown 
results of positive economic and social impact of microfinance (Dunn, 2005) the 
appropriateness of different tools and methods applied is often questionable and 
makes them impossible to compare. This has contributed to growing criticism of 
microfinance in recent years (Bateman 2007, 2010, 2011). A recent study assessing 
the use of microfinance in BiH (Welle-Strand et al., 2010) concludes that 
microfinance is a better tool for improving individual economic performance of 
micro finance institutions (MFI) and their individual clients, than for achieving 
broader social goals. What is clear is that amidst such hard times and controversy, 
having a clear social mission and the ability to track and measure organizations 
realization of that mission and goals, is of increasing importance for individual 
MCO and the microfinance sector as a whole. It is also clear that major social issues 
such as poverty or equality cannot be solved by any single institution or type of 
organization. Collaborative efforts and sharing of information and knowledge are 
needed. 
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The increasing capability and availability of Information and Communication 
Technologies (ICTs), is allowing innovative solutions to be applied in this field 
supporting collaboration and resulting in resource and cost savings, while 
maximizing outputs. The latest trends in impact measurement systems are the 
development of web-based systems which coordinate efforts of impact monitoring by 
many different organizations who share the same social goals. 
 
The goal of this study is to assess the current practices and potentials of using 
information systems to support realization of social mission and goals of 
microfinance organizations in Bosnia and Herzegovina. In order to do this, we focus 
on answering the following research questions: 1. Do MCOs have a systematic 
approach to measuring their social performance and impact? 2. Do MCOs have the 
necessary ICT infrastructure and capabilities to support impact monitoring? 3. How 
can information systems be used to more accurately and efficiently measure social 
impact of microcredit at the level of BiH? 
 
We first provide an overview of microfinance as a tool of social sustainability and 
development and introduce the innovative ways in which ICTs are being used to 
facilitate/enhance the process of social performance and impact measurement. We 
then present the findings of an empirical study of social impact measurement 
practices among MCOs in BiH. Recommendations are given for strengthening social 
performance and impact monitoring practices of the microfinance sector in BiH by 
applying the most innovative ICT trends in the field.   
 
Overview of Microfinance 
 
Social sustainability and microfinance 
 
Social sustainability is an element of sustainable development which “occurs when the 
formal and informal processes, systems, structures and relationships actively support the 
capacity of current and future generations to create healthy and livable communities. 
Socially sustainable communities are equitable, diverse, connected and democratic and 
provide a good quality of life” (Barron and Gauntlett, 2002, p.18). At a practical level, 
social sustainability assessment is often conducted through social impact assessment 
by focusing on principles such as income and employment, education, skills, 
consumption or participation (Oman and Spangerberg in Colantonio, 2009).  
 
Alica PANDZO, Kemal TALJANOVIĆ & Selma JAHIĆ 
 
220 
 
Journal of Economic and Social Studies 
 
Modern microfinance was pioneered in the late 1970’s by a Bangladeshi banker and 
economist, Muhammed Yunus, who used small credits as a way to provide self 
employment to people (primarily women) who had talent but no money. Such 
people could not access regular loan facilities through banks as they had no 
collateral, were unemployed or worked in the informal sector hence could not prove 
income generation. Hence, they would often fall prey to loan sharks charging huge 
interest rates (Kumar, 2010). 
 
The social objective most MCOs today is poverty alleviation, while many also focus 
on small business start-ups, employment generation, empowerment of women, 
increasing level of education among children and youth, etc. Poverty eradication is 
also the no.1 Millennium Development Goal (MDG) with a target of cutting 
extreme poverty in the world by half by the year 2015.  To help achieve this goal, 
the UN designated 2005 as the International Year or Microcredit, with a goal of 
promoting access to finance to the poor. 
 
It is now estimated that 160 million people in developing countries are today served 
by microfinance through MFIs which range from small nonprofit organizations to 
large commercial banks. In addition to microcredit, some offer other services such as 
deposit, saving accounts, financial and business advice or marketing and technology 
services. The average interest rate charged by MFIs is 27%, which is significantly 
higher than what is charged by the banks (CGAP, 2006). High interest rates are 
justified by higher risk profile of this client category and high administrative costs of 
serving clients in remote areas. 
 
Even though the terms 'social performance' and 'social impact' are often used 
interchangeably, it is important to stress the difference between the two. The Social 
Performance Taskforce defines social performance as “the effective translation of an 
institution’s mission into practice in line with accepted social values” so it is concerned 
with effectiveness of internal organizational processes in order to achieve the 
organizational mission. Social impact is the improvement in the lives of people that 
can be directly linked to organizations activities (SPT, n.d.). Social impact is 
therefore just one element of social performance. 
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Microfinance in Bosnia and Herzegovina 
 
BiH has a population of 3.8 million (BiH Agency for Statistics, n.d.). Microfinance 
was first introduced to BiH in 1996, shortly after the war ended, through a Local 
Initiatives Microfinance Project (LIP I) financed by the World Bank and a number 
of donor countries. First MCOs issued loans to micro-businesses (both formal and 
informal), who were affected by the war and otherwise had no access to regular credit 
lines.  
 
Currently there are 23 MCOs registered in BiH, of which 19 are non-profit 
microcredit foundations (MCF) and 4 are profit microcredit companies (MCC). 
Both types of institutions are limited to providing credit services, while deposit 
taking is reserved only for banks. The Association of Microfinance Institutions 
(AMFI) was formally set up in 2003 as a network which promotes synergies and 
allows knowledge sharing and transparency between its members. Today, the 12 
largest MCOs in BiH are members of AMFI and together they cover more than 
98% of the market share in the country. 
 
After 10 years of flourishing growth, end of 2008 marked the start of a crisis for the 
microfinance sector in BiH. The downturn closely followed the 2008 economic 
crisis. The most quoted reason for it by industry experts is the over-indebtedness of 
clients. The over-indebtedness was caused by concentrated market competition and 
erosion of MFI lending discipline (Chen, Rasmussen, and Reille, 2010). At the end 
of 2011 the total portfolio of the microfinance sector in BiH was at EUR 308 
million, which is drastically down from its peak of EUR 699 million at the end of 
2008.The sector is now showing signs of improvement and recovery. Total MCO 
sector has recorded a profit in 2011 (EUR 6.9 million), after two years of significant 
sector losses (Banking Agency of FBiH and Banking Agency of RS, 2012). 
 
ICT Enabled Trends and Innovation 
 
There is quite a lot of guidance and information about tools and methods used for 
social performance monitoring (SIM Pilot project, 2008, p.6), however there is very 
little about the use, effects and role of ICTs in supporting this process. As majority 
of MCOs operate in developing countries and remote areas they commonly have a 
problem with a lack of basic reliable ICT infrastructure and lack of local knowledge 
(Blantz, 2010). 
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Another common problem of effective outcome measurement is that it is made up of 
isolated efforts, using non standardized methods and indicators, producing results 
which cannot be compared. Major social issues such as poverty or child education 
cannot be solved by efforts of any single program or type of organization. There is 
also a lot of duplication of effort, time and resources as organizations with the same 
objectives try to measure and evaluate their outcomes. Such issues, combined with 
the advancements in ICT have led many organizations to develop innovative web-
based systems for coordinating efforts in measuring performance and outcomes of 
hundreds or thousands of social enterprises within a field (Kramer, Parkhurst, and 
Vaidyanathan, 2009). 
 
A report produced by FSG (Kramer et al, 2009) provides details of 20 such systems 
and groups them into three different categories, characteristics and benefits of which 
are summarised in the Table 1. 
 
Table 1. Characteristics and benefits of shared measurement systems 
Source: adapted from FSG report 
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Such systems can provide numerous advantages to all organizations with a social 
mission and a need to measure performance and outcomes, including MFIs. Setting 
up such systems requires strong leadership and engagement of different organizations 
in the design phase.  It also requires substantial funding through a multi – layer 
development period (Kramer et al., 2009). Participating organizations often pay a fee 
to have access to data a report generation, while they also input their own data into 
the system.  
 
Research Methodology 
 
Current ICT capability and impact measurement practices of MCOs in BiH were 
studied using a survey questionnaire and follow-up interviews. The data was 
collected during March and April, 2012. The survey was sent to the person in charge 
of ICT (IT managers) in all 23 registered MCOs, however for most organizations 
marketing manager and IT managers both took part in completing the survey. The 
survey questions can be grouped in the following main areas: Organizational goals 
and services; ICT infrastructure, ICT use and management; Impact measurement 
process; Perceptions.  
 
Analysis of Results 
 
We received a total of 10 survey responses of which 6 were followed up with phone 
interviews.  The survey response rate of 43% is considered satisfactory as the survey 
was sent to all existing BiH MCOs and the 10 institutions that have responded cover 
75% percent of the microcredit market in BiH. One of the respondents is registered 
as a microcredit company, while the others are microcredit foundations.  Figure 1 
shows the distribution of surveyed MCOs. 
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Figure 1. Size of MCOs according to portfolio size (left) and number of active loans 
(right) 
                
 
Organisational Goals  
 
The prime target market for 60% of respondents is the low income population and 
hence their primary development goals are poverty reduction and employment 
generation. Second highly ranked target market is women, followed by micro-
businesses. On average, 68% of clients are from rural areas. Average loan amount 
issued is EUR 1,123. 
 
ICT Infrastructure and Spending 
 
Our results show that MCOs in BiH are overall well equipped with reliable ICT 
infrastructure. All credit officers and office staff have PCs and use PCs them in 
everyday tasks. 40% of organizations also supply their field credit officers with 
laptops and 30% with mobile or smart phones. All credit officers have e-mail 
accounts which they use daily and have access to internet at their offices. These are 
pleasing results considering that a survey of internet usage in BiH conducted by 
GFK in 2009, (UNDP, 2010, p. 175) showed that only 30% of BiH companies 
have internet connections. 
 
50% of MCOs have their offices linked via a VPN, while all offices have their PCs 
linked in a local network. MCOs employing over 50 staff have IT/IS departments, 
whereas the smaller ones usually have one person in charge of all ICT in the 
organization. Very little attention is paid to strategic use of information systems 
which is reflected by non existence of IT strategy in 70% of surveyed MCOs. Use of 
cross functional information systems is also low. Enterprise Resource Planning 
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system is implemented in one and Management Information Systems are used in 
50% of the surveyed MCOs. None of the MCOs indicated use of CRM, GIS, DSS, 
KMS or Experts Systems.  
 
Impact Measurement Practices 
 
Only two of the survey participants, collect information which is used in social 
impact measurement. MCF EKI (EKI) was found to have a systematic approach to 
measuring impact of microcredit on poverty – their primary development goal.  
EKI’s strategic goal is to service 40% of poor clients, and at least 5% of these clients 
to achieve a significant improvement within 12 months of taking out a loan. In 
order to measure achievement of this end statement, EKI has developed its own 
poverty assessment method, which is used to categorize all clients at the time they 
first take out a loan. Indicators used in this categorization are: income, education, 
housing, formal employment, no. of children, place of residence and physical ability. 
A point scale is applied, and all client scoring over 6 points are categorized as poor.  
Twelve months later, a sample of 300 clients from the poor category are followed up 
in focus groups to assess whether there has been any significant improvement in their 
quality of life.  To assess quality of life EKI uses a second set of indicators which 
include: monthly household income, possession of a car/PC/LCD, internet access, 
level of competed education, preventative healthcare, travel outside of place of 
residence, etc. EKI holds about 8-10 focus groups every year at different locations. 
The results are a combination of qualitative and quantitative data (MKF EKI, 2009). 
Field staff collects information from clients in paper form. Back at the office, the 
data is inputted into a web-based, in-house developed system for collecting and 
analyzing impact data.  
 
MCF Partner (Partner) was founded by Mercy Corps in late 2000. Partner is focused 
on creation of jobs, increased income and creating a more stable environment. 
Partner's target population is rural (84.91% of active clients) and women (42.62 % 
of active clients) (Partner, n.d). Partner has initiated the incorporation of social 
performance management (SPM) into all business processes, which include: strategic 
planning, client relationships (loyalty and adjusting our service and product offer to 
clients' needs), financial management, human resources, information systems and 
organizational culture. Poverty measurement tools used by Partner are per capita 
household expenditure and per capita household income.  
 
Alica PANDZO, Kemal TALJANOVIĆ & Selma JAHIĆ 
 
226 
 
Journal of Economic and Social Studies 
 
Another MCO, not included in our results, who has been actively managing its 
social performance and impact is MCF Prizma (Prizma). With 67,742 active 
borrowers, and employing over 250 staff, Prizma is also amongst the largest MCOs 
in BiH (Prizma MKF, n.d). Prizma explicitly targets poor entrepreneurs (primarily 
women). Like EKI, Prizma has developed its own poverty assessment scorecard 
which is used in poverty monitoring by assessing clients on entry and every time they 
take out a new loan. The following indicators are included as part of the poverty 
scorecard: education level of woman partner or household head, residence, 
employment status, family size, the frequency of the consumption of luxury foods 
(sweets and meat) and the ownership of a television, stereo and motor vehicle 
(IFAD, 2009, p.35). Prizma also conducts exit monitoring twice a year, using semi-
structured interviews. The third component of Prizma’s social performance 
monitoring system are focus groups, used to obtain information on reaching, serving 
and impacting the target market   (Crnkic, 2010).  The Social Performance 
Management information system at Prizma is developed internally and consists of 
five core components: monitoring poverty outreach, monitoring the change of 
poverty status, exit monitoring, client satisfaction monitoring and focus group 
discussions. 
 
Perceptions 
 
The final section of the questionnaire looks at participants` perceptions regarding 
the effectiveness of the outcome measurement process within their organization, the 
use of ICT by staff in general and use of ICT to support the outcome measurement 
process. Table 2 show the average answers to those questions. Scale: 1-strongly 
disagree, 5-strongly agree. 
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Table 2. Perceptions category averages 
Question Average 
a) The results of measuring the impact of microcredit are of great importance to 
strategic planning in our organisation 
3.8 
b) The process of measuring impact is of crucial importance to our organisation 3.7 
c) My organisation has effective, systematic approach to measuring social impact 
on customers. 
2.1 
d) My organisation is using ICT to support the process of social impact 
measurement in the best possible way 
2 
e) Employees of my organisation are highly capable in conducting their everyday 
work tasks using a computer. 
4 
f) Employees within my organisation are willing to accept new technologies and 
adjust to the new ways of carrying out their work. 
3.8 
g) MIS in my organisation is highly effective for collecting, analysing and reporting 
on our social impact. 
3.3 
h) The existing system for measuring impact of microcredit allows us for effective 
monitoring of the realisation of our strategic goals.  
2.5 
i) The existing system for measuring impact of microcredit allows us to effectively 
evaluate our existing products and develop new products.  
2.5 
j) Government of BiH should work more on setting up a system of social 
performance monitoring. 
4.5 
k) Having access to a central database of social performance measures at the level of 
Bosnia and Herzegovina would be of great value to our organisation. 
4.5 
l) We are willing to share the results of our measurements with other organizations 
for mutual benefits. 
4.2 
 
Some MCOs who in the previous section answered that they do not collect data that 
can be used for social impact measurement rated the effectiveness of their process 
and MIS in supporting the impact measurement process, fairly highly. We interpret 
this inconsistency as an indication of a lack of understanding of the social impact 
measurement process. A large majority of the MCOs agrees that a central database of 
social performance measures at the state level is needed (questions j. and k. in Table 
2). There is also a very high level of willingness to share the results of measurements 
with other organizations for mutual benefits (4.2). MCOs appear to have highly 
skilled IT staff and employees who are willing to embrace new technologies.  
 
Respondents were asked to rate which of the given issues poses the biggest obstacle 
to the optimization of the social impact measurement process for their organization. 
Table 3 shows the total points awarded to each issue. Scale: 1-smallest issue, 5-
biggest issue. 
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Table 3. Perceived obstacles for optimization of the impact measurement process 
Stated issue Total Points 
Lack of coordination at the level of the sector                                        44 
Lack or inconsistency of legislation                                                         42 
Lack of human resources for conducting field studies                              38 
Lack of knowledge about impact measurement methods                      36 
Lack of accurate information received from clients                                34 
Lack of information about the benefits of impact studies for MCOs      32 
Lack of awareness about the need to measure impact                           30 
Lack of financial resources 30 
Lack of skilled IT staff 26 
Lack of management support  20 
 
Highest ranking issue was the lack of coordination at the level of the sector (44). 
This indicates that there is an agreement amongst MCOs about the need to pool 
efforts and minimize duplication. Lack of financial resources and field staff was rated 
as an issue by smaller MCOs. Lack of skilled IT staff and management support was 
consistently rated as a low issue across all MCOs.   
 
Discussion 
 
Our results show that MCOs in BiH are overall well equipped with reliable ICT 
infrastructure. MCOs also appear to have (based on their perceptions) highly skilled 
IT staff and employees capable of using ICT to perform their business tasks and 
willing to embrace new technologies. However, very little attention is paid to 
strategic use of information systems which is reflected by non existence of IT policy 
in 70% of surveyed MCOs. ICTs should be viewed as one of key organizational 
resources and not just as a support function or a cost. This means that ICT can play 
a crucial role in realization of organizational goals. Organizational goals (social and 
financial) have to be aligned with IT goals and applications must be developed and 
implemented according to those plans in order to ensure that goals are achieved most 
efficiently. 
 
Overall, MCOs in BiH show a low commitment to systematically managing their 
social performance and measuring social impact. Majority do not have systems in 
place for assessing and tracking the realization of their social mission. Reports and 
data presented on MCOs websites is focused on financial indicators, with social 
indicators being obviously neglected. MCOs need to put more effort into showing 
equal commitment to both elements of the double-bottom-line.  This study found 
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only three MCOs who have placed considerable amount of effort in systematically 
managing their social performance. All three are funded by international aid agencies 
for whom social performance is a key issue These MCOs have built notable internal 
expertise in managing social performance and two have developed their own 
measurement tools and methods such as the poverty assessment scorecard developed 
by MCF Prizma (IFAD, 2006 and Crnkic, 2010,) and MCF EKI (MKF EKI, 
2009). 
 
During phone interviews 4 MCOs said that they had to put in a lot of time and 
effort into conducting assessment of market potential studies, as no statistical data 
was readily available. Availability of measure such as (household income, average pay, 
level of education, etc.) would have cut down on time and duplication of effort 
across MCOs. BiH has undergone many changes over the last 20 years, especially 
after the war in early 1990s .The last census was conducted just before the war broke 
out in 1992. Many people have migrated since then or have been displaced. Because 
of this lack of centrally managed data, there is a lot of duplication of effort and 
resources in the MCO and NGO sector in general.  
 
Centralized data is currently available through AMFI and the Central Bank of BiH.  
AMFI members quarterly report on financial data which is distributed to all 
members. The Central Credit Registry of Central Bank of BiH is a database off all 
individuals and legal entities in the country indebted with commercial banks, 
microcredit organizations, savings - credit organizations and Leasing. This registry is 
used for checking client credit history by the same institutions and the registry is 
updated daily since April 2012 (Public relations of CBBH, 2012).  
 
Conclusion and Recommendations 
 
The goal of this research was to assess the current practices of using information 
systems to support realization of social mission and strategic goals of microfinance 
organizations in Bosnia and Herzegovina.  Our findings show that the existing ICT 
infrastructure capabilities are at a pleasing level but they are not being effectively 
used by MCOs for monitoring and evaluating their social mission. We recommend 
that the best way to achieve better results in this field is by developing a shared 
measurement system for impact monitoring at the level of microcredit sector in BiH. 
Use of such system would enable the coordination of efforts within the microcredit 
sector which is necessary in order to achieve broader social goals. Further research is 
Alica PANDZO, Kemal TALJANOVIĆ & Selma JAHIĆ 
 
230 
 
Journal of Economic and Social Studies 
 
needed to investigate the most appropriate type of shared measurement system, 
impact measurement methodologies and measures that should be reported on.  
 
Implementation of such systems is not an easy task and relies on commitment from 
various stakeholders.  We will try to briefly outline the possible responsibilities of 
those different stakeholders. Donors and creditors can play a big part by funding 
different phases of shared system development.  They can also influence MCOs to 
pay more attention to achieving their social mission, by putting more weight on 
evidence of social performance management practices when providing future 
financing to MCOs. The association of microfinance institutions in BiH-AMFI has 
a big role to play in promoting, educating and raising awareness about social 
performance management practices among its members. They should further 
promote the achievements that some of their members have made in this field and 
encourage collaboration.  AMFI could also be the central coordinator for the 
planning and development of the shared system of impact measurement at the sector 
level.  Another possible coordinating body could be the Central Bank of BiH.  
Whoever decides to take on this complex task needs to show good leadership and 
coordination ability. 
 
A possible limitation could be the willingness of MCOs to provide social data on 
their clients and the regulatory limitations regarding privacy of information. Even 
though participants in our study indicated high level of willingness to share data, this 
should be further explored.  Accuracy of data provided by clients may also be an 
issue, as indicated by participants of our study.  Use of shared systems for impact 
measurement should be further explored by the microfinance sector in BiH as it has 
potential to play a key role in solving major social problems.  Further research is 
needed to investigate the most appropriate type of shared measurement system, 
impact measurement methodologies and measures that should be reported on. 
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ABSTRACT: Prior to directing their investments, strategy 
makers at national and firm level need to know competitive 
advantages and disadvantages in a country or region. By 
bearing this need in mind, this study aims to examine 
competitive factors in Balkan countries to develop a road 
map for investors. To do this, we used World Economic 
Forum’s “Global Competitiveness Index” to analyze the case 
of Balkan countries as a region to cluster and compare them 
based on Global competitiveness factors. Analysis results 
pointed out those Balkan countries were clustered in two 
groups and scored lower or medium level on almost all 
competitive factors as the region. Based on these findings, 
authors suggested various strategic recommendations at micro 
and macro level. 
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Literature review  
 
In an era of great competition among nations and firms, it is vital for firms’ strategy 
makers to develop strategies to adapt to environmental changes and speed their 
processes. Vietor (2006) indicates that, in national level, as a result of globalizaton, 
countries compete each other in terms of markets, technology, skills, and investment 
to grow and raise their standards of living. Although, macroeconomic 
competitiveness creates the potential for high productivity, it is not sufficient. 
Productivity ultimately depends on improving the micro economic capability of the 
economy and sophistication of local competition (Porter, 2009). 
 
Economic Forum (2011) defines competitivenessas the set of institutions, policies, 
and factors that determine the level of productivity of a country. The level of 
productivity, in turn, sets the level of prosperity that can be earned by an economy. 
The productivity level also determines the rates of return obtained by investments in 
an economy, which in turn are the fundamental drivers of its growth rates. In other 
words, a more competitive economy is one that is likely to grow faster over time. 
 
“Competitive strategy is the search for a favorable competitive position in an 
industry, the fundamental arena in which competition occurs. Competitive strategy 
aims to establish a profitable and sustainable position against the forces that 
determine industry competition” (Porter, 2004, p1). According to Porter (2003) 
competitive success cannot solely depend on managerial and company attributes 
when many successful firms in a given field are concentrated in just a few locations 
(p. 254). Therefore, we need to see location and cluster membership as integral part 
of a company’s success.  
 
A cluster is “a geographically proximate group of interconnected companies, 
suppliers, service providers and associated institutions in a particular field, linked by 
externalities of various types” (Porter, 2003b, p. 562). Becoming in a cluster offers a 
firm certain advantages such as knowledge, skills, inputs, components, services, etc. 
A cluster, geographically, “can range from a single city or state to a country or even a 
group of neighboring countries” (Enright, 1993; in Porter, 2003a, p. 254). Regional 
cooperative formations (e.g., NAFTA, APEC) aimed to develop trade and 
investment in as particular region. It is expected that cooperation among neighbors 
can significantly have an impact on productivity of national business environment 
(Porter, 1998).  
Clustering Balkan Countries Based on Competitiveness Factors: A Strategic Perspective 
 
 237 
 
To be competitive, nations are struggling to remain competitive by having regional 
specializations in terms of hihger value added – non manufacturing industries and 
Research & Development intensive manufacturing niches (OECD, 2007). Similarly, 
Porter (2009) indicates that competitiveness depends on the productivity with which 
a nation uses its human, capital, and natural resources. Economic coordination 
among neighboring countries can significantly enhance competitiveness. By the 
similar vein, as developing countries, economic collaboration among Balkan 
countries is expected to enhance sustainable competition.  At this point, it has to be 
noted that competition policies of advanced countries might not be appropriate for 
the stage of development of most developing countries (Singh, 1999). Singh (1999) 
also indicates that “It is important for developing countries to have a competition 
policy which is designed to take appropriate account of their level of development 
and the long term objective of sustained economic growth. This is in part due to the 
potential effects of the international merger movement and also because of 
privatization, deregulation and liberalization which have occurred in the domestic 
economies of most developing countries.” 
 
As a developing region, the Balkan peninsula is becoming recovered and develop 
after post-socialist and instable period because of the war among some of states. “The 
Balkan Peninsula is an important area, having witnessed important historical and 
political experiences and incidents for ages” (Çelebioğlu 2011, p.112). Having a 
population of, nearly, 140 million citizens, the Balkan region provides a promising 
market for firms from international arena and especially Balkan countries. As it is 
indicated in WEF’s (2011-2012) Global Competitiveness Report, “national 
competitiveness, we note that despite much work in the area of sustainability, there 
is not yet a well-established body of literature on the link between productivity 
(which is at the heart of competitiveness) and sustainability. However, at the World 
Economic Forum we believe that the relationship between competitiveness and 
sustainability is crucial (p. 52).  Developing economically sound strategies, especially 
for international firms and firms from the region, it is crucial to examine 
competitiveness indicators of Balkan countries. This will help firms to develop a 
sustainable competitive edge by investing and selling in the region. Taking this 
necessity into account, this study aims to fill the gap for lack of comparative studies 
for Balkan countries. More specifically, we analyze Balkan countries’ competitiveness 
factors by, first, clustering them and, second, compare the clusters to grasp which 
cluster perform in which competitive factor well. 
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In this study, we used the data of The World Economic Forum’s (WEF) 
classification of “Global Competitiveness Index” factors to examine indicators that 
are expected to influence sustainable competition in the region. for the years between 
2008-2011. WEF’s classification consists of three sub-indexes and 12 factors that 
measure these sub-indexes, which are reported below: 
 
· Basic requirements 
(Institutions, Infrastructure, Macroeconomic environment, and Health and 
primary education) 
· Efficiency enhancers 
(Higher education and training, Goods market efficiency, Labor market 
efficiency, financial market development, Technological readiness, and Market 
size) 
· Innovation and sophistication factors 
(Business sophistication and Innovation) 
 
Methodology 
 
As it is mentioned above, in this study, we used the data of The World Economic 
Forum’s (WEF) “Global Competitiveness Index” for the years between 2008-2011. 
By using the secondary data, we aimed, first, to cluster the Balkan countries in terms 
of above mentioned “Global Competitiveness Index” factors and second to compare 
these clusters to reveal which of them are more competitive in sub-indexes and 
factors. To classify Balkan Countries, we employed a k-means cluster analysis to see 
“how objects should be assigned to groups so that there will be as much similarity 
within and difference among groups as possible” (Churchill, 1998, p. 860). In 
comparing Balkan countries based on competitiveness index actors, t-test analysis 
was used aiming that whether the means of two clustered countries were statistically 
different from each other. 
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Findings 
 
In order to cluster the Balkan countries in terms of Global competitiveness factors, 
we employed a k-means cluster analysis and derived two clusters, which is reported 
in Table 1 below. One of these clusters (Cluster 1) includes countries: Bulgaria, 
Croatia, Greece, Romania, Serbia, and Turkey. The second cluster (Cluster 2) 
countries are Albania, Bosnia and Herzegovina, Macedonia, Montenegro, and 
Slovenia. Scores in Table 1 betray that only in market size competitiveness factor, 
Cluster 1 countries have a competitive advantage compared with Cluster 2 countries.  
 
Table 1. Cluster Analysis Results 
 
Global Competitiveness Factor 
Cluster  
F 
 
p 1 2 
Institutions 3,63 4,35 1,784 0,214 
Infrastructure 4,00 3,38 0,401 0,542 
Macroeconomic environment 4,70 4,93 1,827 0,209 
Health and primary education 5,45 5,90 0,033 0,860 
Higher education and training 3,95 4,38 0,022 0,885 
Goods market efficiency 4,33 4,35 0,396 0,545 
Labor market efficiency 3,60 4,58 3,599 0,090 
Financial market development 4,18 4,83 0,021 0,889 
Technological readiness 3,78 4,05 0,105 0,754 
Market size 5,20 2,05 15,499 0,003 
Business sophistication 4,20 3,80 0,018 0,897 
Innovation 3,13 3,30 0,120 0,737 
 
In order to compare Cluster 1 and Cluster 2 countries, we used t-test analysis and 
obtained the results, which are reported in Table 2 and Table 3. In table 2, we 
compared two clusters in terms of Global Competitiveness sub-indexes. 
 
Table 2. T-test Results for Cluster Membership and Global Competitiveness Sub-
indexes  
 
Variable 
 
Cluster  
 
Mean 
Std. 
Deviation 
 
t 
 
p 
Basic requirements 1 4,38 0,246  
-0,858 
 
0,396 2 4,47 0,449 
Efficiency enhancers 1 4,06 0,161  
2,547 
 
0,015 2 3,87 0,326 
Innovation and sophistication factors 1 3,39 0,214  
0,479 
 
0,634 2 3,34 0,473 
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Results in Table 2 portray that Cluster 1 (Mean= 4,06) and Cluster (Mean= 3,87) 
countries both had medium-level but statistically significant difference (t= 2,547; P= 
0,015) in efficiency enhancers sub-index. For the other two sub-indexes, namely 
basic requirements (t= 0,858; P= 0,396) and innovation and sophistication factors 
(t= 0,479; P= 0,634), both of the clusters showed no statistically significant results. It 
has to be noted that in both, basic requirements and innovation and sophistication 
factors, Cluster 1 and Cluster 2 countries had medium level competitiveness scores.  
 
Table 3. T-test Results for Cluster Membership and Global Competitiveness Factors 
 
Variable 
 
Cluster  
 
Mean 
 
Std. 
Deviation 
 
t 
 
p 
Institutions 1 3,53 0,233  
-2,657 
 
0,011 2 3,84 0,515 
Infrastructure 1 3,70 0,691  
1,158 
 
0,254 2 3,43 0,851 
Macroeconomic environment 1 4,55 0,482  
-2,406 
 
0,021 2 4,89 0,435 
Health and primary education 1 5,73 0,228  
-0,332 
 
0,741 2 5,76 0,319 
Higher education and training 1 4,21 0,254  
0,305 
 
0,762 2 4,17 0,625 
Goods market efficiency 1 4,00 0,239  
-1,194 
 
0,239 2 4,12 0,376 
Labor market efficiency 1 4,04 0,325  
-3,592 
 
0,001 2 4,34 0,208 
Financial market development 1 4,04 0,224  
-0,255 
 
0,800 2 4,07 0,504 
Technological readiness 1 3,82 0,286  
0,597 
 
0,554 2 3,74 0,616 
Market size 1 4,20 0,579  
8,427 
 
0,000 2 2,83 0,479 
Business sophistication 1 3,75 0,313  
0,268 
 
0,790 2 3,72 0,427 
Innovation 1 3,45 0,131  
0,705 
 
0,485 2 2,97 0,507 
 
Examination of Table 3 revealed mixed results for Cluster 1 and Cluster 2 countries. 
In Table 3, the results betray that Cluster 2 countries scored better in three of twelve 
Global Competitiveness factors than Cluster 1 countries. Only for market size 
competitiveness factor, Cluster 1 countries had statistically significant difference 
scores (t= 8,427; P= 0,000).  
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Discussion 
 
Analysis results at the findings section pointed out those competitiveness scores of 
Balkan countries, whether it belong Cluster 1 or Cluster 2, are relatively low or 
medium and need to be developed. Specifically, Cluster 2 countries (Albania, Bosnia 
and Herzegovina, Macedonia, Montenegro, and Slovenia) should have a national 
strategic plan to improve their competitive position in infrastructure (quality of 
roads, railroads, ports, and air transport infrastructure), higher education and 
training (secondary education enrollment, tertiary education enrollment, quality of 
the educational system, math &science education, management schools, internet 
access in schools, availability of research and services), goods market efficiency 
(intensity of local competition, extent of market dominance, effectiveness of anti-
monopoly policy, extent and effect of taxation, total tax rate, number of procedures 
to start a business, agricultural policy cost, buyer sophistication), labor market 
efficiency (cooperation in labor-employer relations, flexibility of wage determination, 
hiring and firing practices, women in labor force), financial market development 
(availability of financial services, affordability of financial services, ease of access to 
loans, venture capital availability), technological readiness (availability of latest 
technologies, firm-level technology absorption,  FDI and technology transfer, 
internet related factors), business sophistication (local supplier quantity and quality, 
state of cluster development, nature of competitive advantage, control of 
international distribution, extent of marketing, willingness to delegate authority), 
and innovation (capacity for innovation, quality of scientific research institutions, 
company spending on R&D, utility patents granted).  
 
Similarly, Cluster 1 countries should emphasize on development of institutions, 
infrastructure, financial market, and technological environment and better 
conditions in macroeconomic environment, higher education and training, goods 
market efficiency, business sophistication, and innovation. It seems from analysis 
results that the major advantage for these clusters is their population and market size. 
This picture warns us that firms plan to invest in the Balkan region should be aware 
of disadvantageous competitive factors in both cluster countries. It seems that even 
though both clusters have disadvantages for investors they also offer certain 
advantages for them. We believe that for strategy makers in national governments 
and firms, these findings provide useful insights to develop their strategic plans.  
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ABSTRACT: Prior to the global crisis, the SEE-7 had a 
strong growth performance through increasing in exports and 
capital inflows. However, they also, just like developing 
countries, suffered from the global economic crisis. The 
purpose of this paper is to analyze through what channels the 
global crisis had an impact on economic activity of the SEE-
7. Initially, we reviewed literature about contagion, 
including its definitions and its channels. We used panel 
data regression to analyze the impacts of external variables 
on GDP. According to empirical findings obtaining from the 
panel regression results, until the global crisis, the external 
variables significantly promoted the abilities of their growth. 
However, the contributions of external variables on their 
growth rate reduced sharply with the global crisis. 
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Introduction 
 
Before 1980, economists viewed financial crises as individual events. Thus, the 
channels of transmission between countries received little attention. With the 1990s 
the outbreak of several crises such as ERM (1992), Mexican crisis (1994-95) and the 
Asian crisis (1997-98) changed the perception that crises were individual events. 
These crises had systemic characteristics being quickly transmitted to other countries 
(Armada, Leitao and Lobao, 2008).  
 
The crises emanating from the emerging markets in 1990s impaired many countries 
with similar characteristics. Even some countries, which had been praised by market 
analysts and the multilateral institutions because of having apparently healthy 
fundamentals and policies, suffered from the crisis (Edwards, 2000). Economists 
have been interested in contagious crises since the second half of the 1990s.  Up to 
now, countless papers, both theoretical and empirical, about “contagion” have been 
studied (Bekaert et al, 2012). 
 
With occurrence of the global crisis in 2007, the first major one since the Great 
Depression, the contagion of financial crises has reappeared as an important issue. 
Although the crisis initially erupted in specific section of US’ credit market, the sub-
prime mortgage market, it has rapidly spread from developed countries to 
developing ones since last quarter of 2008. At the beginning of 2009, the crisis had 
significant implications for many developing countries. As a result, once again it 
triggered the debate about the presence of contagion. 
 
Since 2008, the global crisis has started to undermine the Southeastern Europe 
Countries (the SEE-7). The SEE-7 consists of a group of countries, including Bosnia 
and Herzegovina, Croatia, Kosovo, Macedonia, Montenegro, Serbia and Slovenia. 
They have some common characteristics as economically and politically. Firstly, they 
are new independent countries. Most of them gained their independence in the mid-
1990s after a violent war with destructive effects as economically. Secondly, their 
transitions from centrally planned to market economies occurred in the same period. 
In 1990s because of the conditions of war and transition, these economies had to 
struggle with both economic and politic distresses. Finally, after war, they reached a 
high level of economic and financial openness and thus exposed to the risk coming 
with the global crisis.   
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The main reason of economic contractions of the SEE-7 countries was the sharp 
reduction of their export capacities and foreign capital inflows (Cocozza et al., 
2011). Firstly, reducing in import demands of the developed countries shortened the 
export capabilities of other countries. Especially, small open economies like the SEE-
7 the export-oriented rapidly began to slump. Because the largest trade partner of the 
SEE-7 countries is European Union, they also incurred aftermaths of the global 
crisis.  
 
Secondly, the turmoil in the global credit markets led disappearance of the SEE-7 
countries’ financial facilities.  Diminishing in inflows of foreign direct investments, 
portfolio equity and contradiction in total reserves reduced their growth rates. As 
long as capital inflows diminished, the SEE-7 countries’ growth rate having been 
fuelled by the credit boom decreased. In addition, as their exchange rates 
depreciated, their real burden of foreign currency loans increased. Both their external 
debt stocks and interest payments on external debts rapidly rose. The extent of 
openness to flows of foreign direct investment has been a major cause of the 
transmission of the effects of the crisis for the region (Bartlett and Prica, 2011).  
 
The purpose of this paper is to analyze through what channels the global crisis had 
an impact on economic activity of the SEE-7. Although many economists have 
examined how the global crisis affected the economic performance of the SEE-7, 
these papers are not based on an econometric analysis. Therefore, the main aim of 
the paper is to fill this gap and provide empirical evidences. The study analyses the 
effects of external variables, which many of them are components of the balances of 
payments, on GDP growth rate of SEE-7 in 2000-2010. The paper examines these 
effects in two different periods. The first, from 2000 to 2007, consists of the period 
prior to the global crisis. 2007-2010 represents post-crisis period. The study uses 
panel data regression to analyze the impacts of external variables on GDP. 
 
The paper is structured as follows: Section 2 reviews some related theoretical 
literature about contagion.  Section 3 is about contagion channels of the global crisis 
in the SEE-7 countries. In fourth section, an econometric analysis identifies the 
effects of external variables on GDP growth rates of the SEE-7 economies. Section 5 
includes conclusions. 
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Contagion: A Literature Review 
 
The fact that the crises spread more rapidly has been an unavoidable fate of more 
integrated world (Stiglitz, 2010). Thus, after seminal work of King and Wadhwani 
(1990) following the global October 1987 stock market crash, many economics have 
studied how crises were spread from a country to another.  
 
Current literature has focused on especially three issues about “contagion”. The first 
of them is interested in definition of contagion. The second has been what are the 
channels through which financial crisis is transmitted across countries (Edwards, 
2000). While at first many economists focused on trade linkages and 
macroeconomic similarities between economies, analyses that are more recent have 
examined the role of common investors through financial capital movements 
(Kannan and Köhler-Geib, 2009). The third is about possible mechanisms of 
avoiding the contagion.  
 
King and Wadhwani (1990) investigated why all stock markets having different 
economic circumstances suffered from the stock market crash of October 1987. 
They claimed that “contagion” was as a result of effort by rational agents to deduce 
from price changes in other markets. Thus, a mistake in a market can spread to other 
markets. According to them, the correlation between markets rises after the crash.     
    
Eichengreen et al. (1996) investigated whether currency crises spread from one 
country to another or not. Using thirty years of panel data from twenty developed 
countries, they concluded that crises were more likely to spread to countries that tied 
trade than to countries in similar fundamentals.     
 
Glick and Rose (1998) argue that currency crises tend to be regional. Thus, 
contagion is related to geographic proximity. They claim that there are at least two 
different sorts of contagion. The first relies on macroeconomic or financial similarity. 
A crisis may spread from the initial target to another if the two countries share 
various economic features. Initially, they, like many economists, adopted that trade 
was the most important channel for contagion. They showed that currency crises 
influenced countries strongly tied by trade. According to them, macroeconomic and 
financial similarities are not important in contagion of crises.  
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According to Fratzscher (2000), “contagion” is defined as the transmission of a crisis 
to a country because of its real and financial interdependence with countries already 
suffering from a crisis. Fratzscher (2000) adopts that there are three channels of 
contagion. The first of them is the real interdependence among economies through 
trade competition (Fratzscher, 2000). A crisis generally spreads from an economy to 
another if they are sides of bilateral trade or strong competitors in third markets. A 
second is the financial interdependence among countries competing for bank lending 
in third markets. The countries can have at least two different financial linkages. The 
first are direct financial linkages that financial institutions may have large cross-
border holdings. The second are indirect financial linkages, including a common 
lender decisions by institutional investors. The common lender can call loans and 
reject to give new credit. Again, institutional investors may withdraw funds both 
from the country that occurred crisis and from other countries. The third channel is 
herd behavior that arises from exogenous shifts in investor beliefs. Shifts in investor 
beliefs are related neither to country-specific fundamentals nor to interdependencies 
across economies.  
 
Pericoli and Sbracia (2001) analyzed possible channels of contagion. They reviewed 
contagion definitions and its channels in literature. They used a simple multi-
country asset-pricing model to shed light the contagion discussion. Their model 
produced how crises can spread from a country to another.     
 
Forbes and Rigobon (2001) analyzed whether bond and stock market crash in Latin 
America spread or not. They classified contagion channels as two groups: crisis-
contingent and non-crisis-contingent channels. While the former can change during 
a crisis, the latter does not change both in crisis times and in tranquil times also. 
Their results confirmed that contagion occurred via non-crisis-contingent channels, 
such as trade.  
 
Caramazza et al. (2004) examined contagion in four categories: common shocks, 
trade spillovers, financial linkages and changes in investor sentiment. Common 
shocks, such as a surge in world interest rates, a reducing in world aggregate demand, 
a decline in commodity prices, or changes in exchange rates can simultaneously lead 
to pressures on the countries’ currencies. As a result, because of interaction of a 
common shock and domestic fundamentals may induce the simultaneous crises. 
They asserted that if a country suffered from a crisis because of a depreciation of its 
currency, trade spillovers could damage its trade partners. According to them, 
financial linkages also can be a channel of contagion effects. The outbreak of a crisis 
Ali SEN & Huseyin ATLAY 
 
 
248 
 
Journal of Economic and Social Studies 
 
in one country may induce investors to rebalance their portfolios. Investors having 
positions in one country that occur a crisis will reduce their positions to avoid 
increased risk exposure and will sell assets. Because crises increase financial 
vulnerability and fragility, some countries may incur capital outflows without 
worsening their macroeconomic fundamentals. Camarazza et al. (2004) also claim 
that changes in investor feelings might also play a major role in the contagion of 
crises. A crisis can move investors to reconsider the situation of their portfolios in 
other countries.    
  
Bekaert et al. (2011) examine a number of contagion channels. The first channel 
includes international banking sector links at the country level and the role of 
various financial policies being implemented during the crisis. The second channel 
consists of trade and financial linkages as a measurement of being of integrated 
globally (globalization hypothesis). Third, the presence of crises may reduce 
asymmetric information, as investors focus on easily available public information. As 
a result, this case may increase correlations. Fourth, the occurrence of a crisis in one 
country means that new information may prompt investors to reassess the 
vulnerability of other countries. The fifth channel is herd behavior or investors’ risk 
appetite so that contagion may occur without discrimination at all. Missio and 
Watzka (2011) investigated by dynamic conditional correlation models whether 
contagion effects were identifiable during the Euro crisis or not. In addition, they 
also analyzed whether EU countries’ problems originated by their fundamentals or 
not. Their results showed the presence of contagious effects during the Euro Crisis. 
Especially, Greek financial problems were transmitted by contagion to other EU 
countries, such as Portugal, Spain and Italy.  
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The Contagion Channels of the Global Crisis in the SEE-7  
 
From the beginning of 2000s to 2008, the SEE-7 had a strong growth performance. 
All the SEE-7 countries experienced rapid increase of economic output pre-crisis. 
The policies of economic stability and restructuring seriously contributed to this 
achievement (Nero, 2010). In addition, increasing in their exports and capital 
inflows integrated them into the global economic system and provided a significant 
contribution of their growth performances. As a result, during 2000-2007, they had 
an average growth rate about 4.9% (Table 1). However, in 2008-2010, the same rate 
reduced 0.9%. Investments, remittances, industrial production, foreign exchange 
reserves and employment rates have fallen sharply. As a result, growth has slowed 
down (Ismail and Sahin, 2009). Especially, Slovenia, Croatia and Montenegro 
further suffered from the global crisis.   
 
Table 1. Growth Rates, (%) 
 Bosnia and 
Herzegovina 
Croatia Macedonia Montenegro Serbia Kosovo Slovenia 
2000 5.5 3.8 4.5 3.1 5.3  4.3 
2001 4.4 3.7 -4.5 1.1 5.3 27.0 2.9 
2002 5.3 4.9 0.9 1.9 4.1 -0.7 3.8 
2003 4.0 5.4 2.8 2.5 2.7 5.4 2.9 
2004 6.1 4.1 4.6 4.4 9.3 2.6 4.4 
2005 5.0 4.3 4.4 4.2 5.4 3.8 4.0 
2006 6.2 4.9 5.0 8.6 3.6 6.0 5.8 
2007 6.8 5.1 6.1 10.7 5.4 6.3 6.9 
2000-07 5.4 4.5 3.0 4.6 5.1 7.2 4.4 
2008 5.4 2.2 5.0 6.9 3.8 6.9 3.6 
2009 -2.9 -6.0 -0.9 -5.7 -3.5 2.9 -8.0 
2010 0.8 -1.2 1.8 2.5 1.0 4.0 1.4 
2008-10 1.1 -1.7 1.9 1.2 0.4 4.6 -1.0 
 
According to Stiblar (2009), they were small and weak local capital markets, 
overdependence on capital inflows from Western Europe. They were highly 
dependent on external inflows of money, either capital investments or loans, and 
foreign financial aid. Sanfey (2010) argued that during the past decade, the SEE-7 
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has experienced a serious transformation such as economic development, democratic 
reforms, and integration into global economic and financial markets. On the other 
hand, the SEE-7 countries had huge current account deficits and thus needed 
foreign credit or investments (Gligorov and Landesmann, 2009). 
 
Beltramello et al. (2009) described the global crisis as an “imported” crisis, because 
its origin was countries in Western Europe and North America. Due to falling 
demand from key EU trade partners, the region’s exports declined substantially. 
According to Risteski and Trpkova (2009), the main channels of the crisis were trade 
shocks, lower remittances and lower foreign direct investments. As a result, credit 
growth decelerated and domestic demand shrunk.  
 
According to Jerger and Knogler, (2009), the first of contagion channel of the crisis 
was decline of export demand. Decline in export demand obviously became more 
painful for countries with high export dependence. Export of goods and services as a 
percentage of GDP in Slovenia, Macedonia and Croatia is respectively 67%, 50% 
and 42% in 2008. The second leading channel was a considerable amount of debt 
denominated in foreign currencies. The burden of this debt increased with 
devaluation of the domestic currency. 
 
Bartlett and Monastiriotis (2010) claimed that as the SEE banking systems were not 
directly exposed to ‘toxic assets’, the crisis was transmitted to the region through a 
number of indirect channels. These included a contraction of international trade, a 
sudden stop to credit growth, a rapid fall in inflows of foreign direct investment. 
Over the last decade, foreign investors reached extensive opportunities, besides the 
banking sector, in telecommunications, energy and other sectors opened up by 
privatization.  
 
According to IMF (2009), the SEE–7 suffered from the global crisis more than in 
previous ones, because they were more integrated with the global economy via trade, 
FDI, and remittances. The crisis significantly influenced these countries through 
reduced demand for their exports. Rising interest rates increased debt service costs. 
Increasing trade and financial links with the outside world also imply a greater 
dependence on external conditions. Because the slowdown in global growth reduced 
trade, remittances, foreign direct investment, these factors had a major impact on the 
SEE–7. Tightened global liquidity conditions adversely affected financing facilities. 
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The SEE-7 countries developed a model of growth dependent on capital inflows 
from abroad; with the global credit crunch undermined their ability to maintain this 
growth strategy (UN, 2009). The growth financed by short-term and external bank 
borrowing came to a sudden stop in 2008 (IMF, 2011). 
 
Sewel (2011) argued that transmission mechanism of the crisis was not the banking 
and financial system. Rather the serious decline in export markets and the collapse of 
foreign direct investment that had the origin of recent growth and development in 
the region adversely affected their performance. Virtually all of the SEE-7 had 
current account deficits prior to the crisis.  Generally, current account deficits are 
quite normal for such developing countries in the beginning of growth. The first 
growth spurt is frequently financed by inflows of investment, capital goods and 
equipment. Moreover, their physical capital legacy had already become old largely. 
Thus, they needed new enormous investment facilities as both physical and financial 
capital stocks (Gallego, 2010). Until the global crisis, the availability of export 
facilities and significant capital inflows for SEE-7 have helped finance their growth 
spurt (Sewel, 2011). 
 
Jovicic (2009) studied the relationship between the degree of trade integration to the 
EU market and the timing and intensity of the onset of the crisis effects among the 
Western Balkan countries. She found that while those with a high degree of trade 
integration experienced the crisis sooner, those with a lower degree of integration 
experienced a larger decrease in production. 
 
Econometric Model and Results 
 
From 2000 to 2010, the dataset is composed of annual data for the SEE-7 countries. 
These countries are Croatia, Serbia, Montenegro, Macedonia, Kosovo, Bosnia and 
Herzegovina and Slovenia. Annual data obtained from the World Bank’s World 
Development Indicators (WDI). The study using panel data regression analyzes the 
impacts of external variables on GDP during the global crisis and in pre-crisis period. 
To compare crisis period with the pre-crisis period it is analyzed 2000-2007 and 
2000-2010 separately. The aim is to examine in both period data set.     
 
Data set consists of 10 variables. The dependent variable is Gross Domestic Product 
(GDP) as a change of percentage. As a share of percent of GDP the independent 
variables are Foreign Direct Investment (FDI), Private Capital Flows (PCF), 
Portfolio Equity (POE), Total Reserves (TOR), Export of Goods and Service (EXP), 
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Import of Goods and Service (IMP), Official Exchange Rate (OER), External Debt 
Stocks (EDS), and Interest Payments on External Debt (IPE).  
 
The paper has four different models analyzing the impacts of external variables on 
GDP growth rate. 
𝐺𝐺𝐺𝐺𝐺𝐺𝑖𝑖𝑖𝑖 = 𝛼𝛼 + 𝛽𝛽0 + 𝛽𝛽1𝐹𝐹𝐺𝐺𝐹𝐹𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝐺𝐺𝑃𝑃𝐹𝐹𝑖𝑖𝑖𝑖 + 𝛽𝛽3𝐺𝐺𝑃𝑃𝑃𝑃𝑖𝑖𝑖𝑖 + 𝛽𝛽4𝑇𝑇𝑃𝑃𝑇𝑇𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖                                     
(2) 
𝐺𝐺𝐺𝐺𝐺𝐺𝑖𝑖𝑖𝑖 = 𝛼𝛼 + 𝛽𝛽0 + 𝛽𝛽1𝑃𝑃𝐸𝐸𝐺𝐺𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝐹𝐹𝐼𝐼𝐺𝐺𝑖𝑖𝑖𝑖 + 𝛽𝛽3𝑃𝑃𝑃𝑃𝑇𝑇𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖                                                       
(3) 
𝐺𝐺𝐺𝐺𝐺𝐺𝑖𝑖𝑖𝑖 = 𝛼𝛼 + 𝛽𝛽0 +  𝛽𝛽1𝑃𝑃𝐺𝐺𝐸𝐸𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝐹𝐹𝐺𝐺𝑃𝑃𝐹𝐹𝐺𝐺𝑃𝑃𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖                                                                   
(4)              
𝐺𝐺𝐺𝐺𝐺𝐺𝑖𝑖𝑖𝑖 = 𝛼𝛼 + 𝛽𝛽0 + 𝛽𝛽1𝐹𝐹𝐺𝐺𝐹𝐹𝑖𝑖𝑖𝑖 + 𝛽𝛽2𝐺𝐺𝐹𝐹𝑃𝑃𝑖𝑖𝑖𝑖 + 𝛽𝛽3𝐺𝐺𝑃𝑃𝑃𝑃𝑖𝑖𝑖𝑖 + 𝛽𝛽4𝑇𝑇𝑃𝑃𝑇𝑇𝑖𝑖𝑖𝑖 + 𝛽𝛽5𝑃𝑃𝐸𝐸𝐺𝐺𝑖𝑖𝑖𝑖 +
𝛽𝛽6𝐹𝐹𝐼𝐼𝐺𝐺𝑖𝑖𝑖𝑖 + 𝛽𝛽7𝑃𝑃𝑃𝑃𝑇𝑇𝑖𝑖𝑖𝑖 + 𝛽𝛽8𝑃𝑃𝐺𝐺𝐸𝐸𝑖𝑖𝑖𝑖 + 𝛽𝛽9𝐹𝐹𝐺𝐺𝑃𝑃𝑖𝑖𝑖𝑖 + 𝜀𝜀𝑖𝑖𝑖𝑖             (5) 
To estimate models, it uses the OLS method. Firstly, to eliminate the problem of 
Poisson regression, unit roots are tested for each variable. Levin, Lin, Chu (LLC) and 
Im, Pesaran, Shin (IPS) unit root results are in Table 2. According to Table 2, all 
variables are stationary in the first level I (1).   
 
Table 2. The Results of Panel Unit Root Test 
Variables Levin, Lin, Chu Im, Peseran, Shin 
t statistic Results W  statistic  Results 
GDP -1,734** I(1) -1,435* I(1) 
FDI -4,056*** I(1) -1,953** I(1) 
PCF -3,065*** I(1) -1,386* I(1) 
POE -1,879** I(1) -2,372*** I(1) 
TOR -5,083*** I(1) -2,471*** I(1) 
EXP -4,199*** I(1) -1,825** I(1) 
IMP -1,665** I(1) -1,206* I(1) 
OER -5,298*** I(1) -4,949*** I(1) 
EDS -3,044*** I(1) -1,777** I(1) 
IPE -5,331*** I(1) -3,104*** I(1) 
 
Secondly, it is investigated whether the problems of autocorrelation and 
heteroskedasticity. The availability of autocorrelation problem is tested by 
Wooldridge test; the availability of heteroskedasticity problem is analyzed by Wald 
test. In models it is implemented Estimated Generalized Least Squares (EGLS) to 
eliminate the autocorrelation problem. White’s cross section coefficient covariance 
method is applied to eliminate heteroskedasticity problem.  
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Thirdly, it is determined the method (fixed effects or random effects) to estimate the 
models using the Hausman test. Finally, in estimating the models, it is analyzed two 
different periods (2000-2007 and 2000-2010) separately (Table 3).  
 
Table 3. The Results 
Variables 2000-2007 2000-2010 
Model   
1 
Model  
2 
Model 
3 
Model 
4 
Model 
1 
Model 
2 
Model 
3 
Model  
4 
FDI -0.016 
(-0.002) 
  3.864 
(1.257) 
21.648* 
(1.897) 
  5.240 
(1.355) 
PCF 4.933 
(0.536) 
  -2.580 
(-
0.362) 
-
18.975 
(-
0.807) 
  1.366 
(0.138) 
POE -8.658** 
(2.167) 
  -
5.199*** 
(-
2.860) 
-
29.576*** 
(-2.888) 
  -
16.367** 
(-1.097) 
TOR -8.248 
(-1.565) 
  0.767 
(0.133) 
-21.425 
(-1.255) 
  -8.099 
(0.133) 
EXP  -1.626 
(-1.579) 
 -2.507** 
(-
2.677) 
 19.800 
(0.874) 
 11.939 
(1.216) 
IMP  -0.630 
(-0.998) 
 -0.299 
(-
0.614) 
 -
3.283** 
(-
2.290) 
 4.124 
(0.758) 
OER  -10.962 
(-1.095) 
 -15.80* 
(-
1.725) 
 -
22.307 
(-
1.463) 
 -9.734 
(-1.288) 
EDS   3.515 
(1.228) 
6.400** 
(2.187) 
  -7.444 
(-
0.960) 
-5.511** 
(-2.063) 
IPE   -1.493 
(-
0.202) 
4.389 
(0.985) 
  -
32.843 
(-
1.173) 
-8.676 
(-1.042) 
R2 0.813 0.809 0.803 0.873 0.177 0.187 0.145 0.452 
Adj R2 0.787 0.788 0.788 0.832 0.105 0.131 0.102 0.347 
F statistic 0.000 0.000 0.000 0.000 0.043 0.015 0.024 0.000 
N 42 42 42 42 63 63 63 63 
D-W 2,079 2.108 2.217 2.225 2.194 2.147 2.029 2.021 
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Woolridge 
test 
0,003 0,007 0,001 0,005 0,001 0,005 0,001 0,004 
Wald test 0,000 0,000 0,000 0,000 0,000 0,000 0,000 0,000 
Hausman 
test 
RE RE RE RE RE RE RE RE 
* Significant at 10%; ** significant at 5%; *** significant at 1%; t values in brackets.  
 
Table 3 shows the results from panel OLS regressions for the SEE-7 countries in two 
different periods that are 2000-2007 and 2000-2010. It is estimated four models for 
each period. Model 1 includes four variables that foreign direct investment, private 
capital flows, portfolio equity and total reserves. Model 2 consists of three variables 
that are export, import and official exchange rate. Model 3 comprises only two 
variables that are external debt stock and interest payments on external debt. Model 
4 have all variables in other models.  
 
Although, for each variable, it is not obtained enough significant results from the 
panel regressions, these models reveal a striking empirical evident coinciding with a 
main hypothesis of this paper. Adjusted R2 has higher values in 2000-2007 than 
2000-2010 does. In other words, the models for 2000-2007 have more explanatory 
power than 2000-2010 do. The effects of external variables on GDP growth rate in 
the SEE-7 countries are further in the pre-crisis period. From 2000 to 2007, in other 
words until the global crisis, the external variables contributed to growth 
performances of these economies. However, the impacts of external variables on 
GDP growth rate naturally reduced sharply during the crisis. For example, in model 
4 including all variables, while adjusted R2 is 0.832 for 2000-2007, the same value is 
only 0.347 for 2000-2010.  
 
Conclusions 
 
With occurrence of the global crisis, the contagion of financial crises has reappeared 
as an important issue. The crisis has rapidly spread from developed countries to 
developing ones since last quarter of 2008. As a result, once again it triggered the 
debate about the presence of contagion.  
 
Since 2008, the global crisis has started to undermine the Southeastern Europe 
Countries (the SEE-7). The impacts of the global crisis were transmitted across the 
SEE-7 countries by two different channels. The first of contagion channels of the 
global crisis is a deficiency of import demand of the developed countries shortening 
the export capabilities of other countries. The second of them is the disappearance of 
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their financial facilities because of turmoil in the global finance and capital markets. 
Although many economists have examined how the global crisis affected the 
economic performance of the SEE-7, these papers are not based on an econometric 
analysis. The purpose of this paper is to analyze through what channels the global 
crisis had an impact on economic activity of the SEE-7. Initially, we have reviewed 
the theoretical and empirical literatures on contagion. Then, we used panel data 
regression to analyze the effects of external variables on GDP growth rate in the 
SEE-7 in two different periods. 2000-2007 is the period of pre-crisis. 2007-2010 
comprises the post-crisis period. Thus, it is possible to compare with two different 
periods with respect to impacts of external indicators. According to empirical 
findings from the panel regression results, until the global crisis, the external 
variables significantly contributed to growth performances of these economies. 
However, the impacts of external variables on GDP growth rate naturally reduced 
sharply during the crisis. Our evidence is consistent with the hypothesis that 
currency crises spread because of trade linkages.  
 
References 
 
Armada, M. R., Leitao, J., & Lobao, J. (2008). The contagion effects of financial 
crises on stock markets of developed countries. NEGE, Working Papers.   
 
Bartlett, W., & Monastiriotis, V. (2010). South east Europe after the economic 
crisis: a new dawn or back to business as usual?, London School of Economics and 
Political Science: LSE European Institute, 242-251. 
 
Bartlett, W., & Prica, I. (2011). The variable impact of the global economic crisis in 
south east Europe, Economic Annals, Volume LVI, No. 191, 7-34.  
 
Bekaert, G., Ehrmann, M., Fratzscher, M., & Mehl A. (2011). Global crises and 
equity market contagion.  NBER, Working Paper No. 17121.  
 
Beltramello, A., Cruickshank-Valencia, E., & Hengel E. (2009). The global financial 
crisis: preliminary evidence in south east europe and responses from governments, 
SEE Investment Committee, Tuesday, 7 April Brussels. 
 
Caramazza, F., Ricci, L., & Salgado, R. (2004). International financial contagion in 
currency crises.  Journal of International Money and Finance, 51–70. 
 
Ali SEN & Huseyin ATLAY 
 
 
256 
 
Journal of Economic and Social Studies 
 
Cocozza, E., Colabella, A., & Spadafora, F. (2011). The impact of the global crisis 
on south-eastern Europe, IMF Working Paper, 11/300.   
 
Edwards, S. (2000). Contagion. University of California, Los Angeles and National 
Bureau of Economic Research. 
 
Eichengreen, B., Rose, A., & Wyplosz, C. (1996). Contagious currency crises. 
NBER Working Paper, 5681.  
 
Ergin, I., & Sahin, S. (2009). Global financial crisis and its impact on Balkans, 1. 
International Symposium on Sustainable Development, June 9-10, Sarajevo.  
 
Forbes, K., & Rigobon, R. (2001). Contagion in Latin America: definitions, 
measurement, and policy implications. Economia, 1 (2).  
 
Fratzscher, M. (2000). On currency crises and contagion, The Institute for 
International Economics, Number 00-9. 
 
Gallego, S., Gardo, S., Martin, R., Molina, L., & Serena, J.M. (2010). The impact 
of the global economic and financial crisis on central eastern and southeastern 
Europe (CESEE) and Latin America, Banco De Espano, Documentos Ocasionales, 
No. 1002 . 
 
Glick, R., & Rose, A.K. (1998). Contagion and trade: why are currency crises 
regional? Center for Pacific Basin Monetary and Economic Studies Economic Research 
Department Federal Reserve Bank of San Francisco. Working Paper PB98-03. 
 
Gligorov, G., & Landesmann, M. (2009). What is to be done? a policy note, The 
Vienna Institute for International Economic Studies. 
 
IMF. (2009). The implications of the global financial crisis for low-income 
countries, IMF Multimedia Services Division, March. 
 
IMF. (2011). Republic of Slovenia: 2011 Article IV Consultation—Staff Report; 
Public Information Notice on the Executive Board Discussion; Staff Statement; and 
Statement by the Executive Director for Slovenia, May, IMF Country Report No. 
11/121. 
The Channels of Contagion in the Global Crisis: The Case of the Southestern Europe 
 (SEE-7) Countries 
 
 257 
 
Jerger, J., & Knogler, M. (2009). The economic and financial crisis in southeastern 
Europe, International Scientific Conference: Challenges of the World Economic Crisis, 
Nis, October 15-16th. 
 
Jovicic, M. (2009). The onset of the economic crisis in the west Balkans. The 
conference on Economic Policy and Global Recession. Belgrade, 25-27 September.  
 
Kannan, P., & Köhler-Geib, F. (2009). The Uncertainty Channel of Contagion. 
IMF, Working Papers, 219. 
 
King, M.A., & Wadhwani, S. (1990). Transmission of volatility between stock 
markets. The Review of Financial Studies, Vol.3, No.1, 5-33. 
 
Missio, S., & Watzka, S. (2011). Financial Contagion and the European Debt 
Crisis. CESIFO, Working Paper No. 3554. 
 
Nero, V.W. (2010) Economic and Labour Market Impacts of the Global Economic 
and Financial Crisis on the Countries of the Western Balkans and Moldova, March. 
http://www.ilo.org/public/english/region/eurpro/geneva/download/ecosoc_crisisimpact_wes
tbalkan.pdf 
 
Pericoli, M., & Sbracia, M. (2001). A Primer on Financial Contagion. BANCA 
D’ITALIA, Temi di discussion. No. 407.    
 
Risteski, S., & Trpkova, M.Sc. M. (2010) Global Economic Crisis and its Impact on 
the Western Balkan Countries Labor Markets, The Young Economists Journal, Vol. 1, 
issue 15. 96-107.  
 
Sanfey, P. (2010). Southeastern Europe: lessons from the global economic crisis, 
European Bank for Reconstruction and Development, Working Paper No. 113. 
 
Sewel, J. (2011). The Balkan economies: regional roadblocks, European distractions 
and global crisis, NATO Parliamentary Assembly. 
 
Stiblar, F. (2009). The Impact of the Global Crisis on Montenegro and the Western 
Balkans, published by Central Bank of Montenegro.  
 
Ali SEN & Huseyin ATLAY 
 
 
258 
 
Journal of Economic and Social Studies 
 
Stiglitz, J. E. (2010). Contagion, liberalization, and the optimal structure of 
globalization. Journal of globalization and development. Volume 1, Issue 2. 
 
UN. (2009). The global financial crisis: impact and response of the regional 
commissions. http://www.un.org/regionalcommissions/crisis/global.pdf. 
 



